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THE FUTURE OF SOCIAL SECURITY FOR THIS
GENERATION AND THE NEXT

THURSDAY, MARCH 6, 1997

HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON SOCIAL SECURITY,
Washington, DC.
The Subcommittee met, pursuant to notice, at 10:05 a.m., in
room 1100, Longworth House Office Building, Hon. Jim Bunning
(Chairman of the Subcommittee) presiding.
[The advisories announcing the hearings follow:]

o)



ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON SOCIAL SECURITY

FOR IMMEDIATE RELEASE CONTACT: (202) 225-9263
February 14, 1997
No. SS-1

Bunning Announces Hearing Series
on “The Future of Social Security
for this Generation and the Next”

Congressman Jim Bunning (R-KY), Chairman, Subcommittee on Social Security
of the Committee on Ways and Means, today announced that the Subcommittee will
hold a hearing series on “The Future of Social Security for this Generation and the
Next.” The first hearing day in the series is on the report of the 1994-1996 Advisory
Council on Social Security. The hearing will take place on Thursday, March 6, 1997,
in the main Committee hearing room, 1100 Longworth House Office Building, begin-
ning at 10:00 a.m.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be heard from invited witnesses only. Witnesses will include Advisory
Council members Robert Ball, Edward Gramlich, and Sylvester Schieber. However,
any individual or organization may submit a written statement for consideration by
the Committee and for inclusion in the printed record of the hearing.

BACKGROUND:

The Social Security program impacts the lives of nearly all Americans. This year,
the Social Security Administration will pay benefits to more than 45 million retired
and disabled workers and to their dependents and survivors. Nearly every worker
and his or her employer pays Social Security taxes. The Social Security Board of
Trustees reports annually to Congress on the financial status of the Social Security
Trust Funds. In their 1996 report, the Trustees reported that Social Security spend-
ing is projected to exceed tax revenues beginning in the year 2012. By the year
2029, the Trust Funds are projected to have income sufficient to cover only 77 per-
cent of annual expenditures. The reasons for these projections are partly demo-
graphic, including: aging “baby boomers;” declining birth rates; and increased life
expectancies.

The final Advisory Council on Social Security was appointed in 1994 by the Sec-
retary of Health and Human Services. (Under prior law, an Advisory Council was
required to be appointed every four years.) The Council was asked to examine the
program’s long-range financial status, as well as the adequacy and equity of its ben-
efits and the relative roles of the public and private sectors in providing retirement
income. The Advisory Council issued its report January 6, 1997. The Council was
unable to reach consensus, so the report includes three different approaches to re-
storing financial solvency.

In announcing the hearings, Chairman Bunning stated: “Social Security affects
the lives of virtually every person in this country. It represents a promise, from one
American to another, that we can count on each other for a more secure financial
future. We must honor our promises and in doing so we owe it to every American
to explore fully every possible option to ensure the future of Social Security, for this
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generation and the next. My aim is for all of us to listen and learn so that we can
make the right decisions for Social Security’s future.”

FOCUS OF THE HEARING:

The Subcommittee is interested in fully exploring major areas of concern identi-
fied by the Council, along with the Council’s specific findings and recommendations.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Any person or organization wishing to submit a written statement for the printed
record of the hearing should submit at least six (6) copies of their statement and
a 3.5-inch diskette in WordPerfect or ASCII format, with their address and date of
hearing noted, by the close of business, Thursday, March 20, 1997, to A.L. Single-
ton, Chief of Staff, Committee on Ways and Means, U.S. House of Representatives,
1102 Longworth House Office Building, Washington, D.C. 20515. If those filing writ-
ten statements wish to have their statements distributed to the press and interested
public at the hearing, they may deliver 200 additional copies for this purpose to the
Subcommittee on Social Security office, room B—-316 Rayburn House Office Building,
at least one hour before the hearing begins.

FORMATTING REQUIREMENTS:

Each statement presented for printing to the Committee by a witness, any written statement
or exhibit submitted for the printed record or any written comments in response to a request
for written comments must conform to the guidelines listed below. Any statement or exhibit not
in compliance with these guidelines will not be printed, but will be maintained in the Committee
files for review and use by the Committee.

1. All statements and any accompanying exhibits for printing must be typed in single space
on legal-size paper and may not exceed a total of 10 pages including attachments. At the same
time written statements are submitted to the Committee, witnesses are now requested to submit
their statements on a 3.5-inch diskette in WordPerfect or ASCII format.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. A witness appearing at a public hearing, or submitting a statement for the record of a pub-
lic hearing, or submitting written comments in response to a published request for comments
by the Committee, must include on his statement or submission a list of all clients, persons,
or organizations on whose behalf the witness appears.

4. A supplemental sheet must accompany each statement listing the name, full address, a
telephone number where the witness or the designated representative may be reached and a
topical outline or summary of the comments and recommendations in the full statement. This
supplemental sheet will not be included in the printed record.

The above restrictions and limitations apply only to material being submitted for printing.
Statements and exhibits or supplementary material submitted solely for distribution to the
Members, the press and the public during the course of a public hearing may be submitted in
other forms.

Note: All Committee advisories and news releases are available on the World
Wide Web at ‘HTTP:/WWW.HOUSE.GOV/WAYS MEANS/.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202-225-1721 or 202-225—
1904 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.



ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON SOCIAL SECURITY

FOR IMMEDIATE RELEASE CONTACT: (202) 225-9263
March 21, 1997
No. SS-2

Bunning Announces Hearing Series
on “The Future of Social Security
for this Generation and the Next”

Congressman Jim Bunning (R-KY), Chairman, Subcommittee on Social Security
of the Committee on Ways and Means, today announced that the Subcommittee will
hold the second in a series of hearings on “The Future of Social Security for this
Generation and the Next.” At the second hearing, the Subcommittee will hear from
expert witnesses who will establish a framework for evaluating options for Social
Security reform. The hearing will take place on Thursday, April 10, 1997, in room
B-318 of the Rayburn House Office Building, beginning at 10:00 a.m.

In view of the limited time available to hear witnesses, oral testimony will be
heard from invited witnesses only. However, any individual or organization may
submit a written statement for consideration by the Committee and for inclusion in
the printed record of the hearing.

BACKGROUND:

The Subcommittee on Social Security’s first hearing in the series focused on the
recommendations of the Advisory Council on Social Security. The Council offered
three very different approaches to restoring Social Security’s financial solvency.
These proposals, along with many others, offer a wide range of options, from main-
taining the program’s current structure to revamping the system entirely.

As the hearings continue, the Subcommittee will assess the impact of alternative
solutions to Social Security’s financing problems. Members of the Subcommittee, as
well as the public, want and need to gain an appreciation of the effects that changes
to Social Security will have on the economy, national savings, the Federal budget,
and the retirement security of every participant.

In announcing the hearing, Chairman Bunning stated: “The purpose of this hear-
ing is to develop a background understanding of Social Security’s relationship to the
economy and the budget so that Members will be in a stronger position to evaluate
specific proposals to ensure Social Security’s future.”

FOCUS OF THE HEARING:

The Subcommittee will hear the views of a wide range of experts in economics
and public policy regarding the fundamental issues to consider when evaluating op-
tions for Social Security reform.
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DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Any person or organization wishing to submit a written statement for the printed
record of the hearing should submit at least six (6) copies of their statement and
a 3.5-inch diskette in WordPerfect or ASCII format, with their address and date of
hearing noted, by the close of business, Thursday, April 24, 1997, to A.L. Singleton,
Chief of Staff, Committee on Ways and Means, U.S. House of Representatives, 1102
Longworth House Office Building, Washington, D.C. 20515. If those filing written
statements wish to have their statements distributed to the press and interested
public at the hearing, they may deliver 200 additional copies for this purpose to the
Subcommittee on Social Security office, room B—-316 Rayburn House Office Building,
at least one hour before the hearing begins.

FORMATTING REQUIREMENTS:

Each statement presented for printing to the Committee by a witness, any written statement
or exhibit submitted for the printed record or any written comments in response to a request
for written comments must conform to the guidelines listed below. Any statement or exhibit not
in compliance with these guidelines will not be printed, but will be maintained in the Committee
files for review and use by the Committee.

1. All statements and any accompanying exhibits for printing must be typed in single space
on legal-size paper and may not exceed a total of 10 pages including attachments. At the same
time written statements are submitted to the Committee, witnesses are now requested to submit
their statements on a 3.5-inch diskette in WordPerfect or ASCII format.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. A witness appearing at a public hearing, or submitting a statement for the record of a pub-
lic hearing, or submitting written comments in response to a published request for comments
by the Committee, must include on his statement or submission a list of all clients, persons,
or organizations on whose behalf the witness appears.

4. A supplemental sheet must accompany each statement listing the name, full address, a
telephone number where the witness or the designated representative may be reached and a
topical outline or summary of the comments and recommendations in the full statement. This
supplemental sheet will not be included in the printed record.

The above restrictions and limitations apply only to material being submitted for printing.
Statements and exhibits or supplementary material submitted solely for distribution to the
Members, the press and the public during the course of a public hearing may be submitted in
other forms.

Note: All Committee advisories and news releases are available on the World

Wide Web at ‘HTTP:/WWW.HOUSE.GOV/WAYS MEANS/.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—-225-1721 or 202—-225—
1904 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

Chairman BUNNING. Good morning. First of all, I would like to
welcome all the Subcommittee Members and witnesses to our first
hearing of the 1997 or 105th Congress. We are especially lucky to
have a number of strong newcomers to this Subcommittee. Our
new Members are J.D. Hayworth from Arizona; Jerry Weller from
Illinois; Kenny Hulshof of Missouri; Sandy Levin from Michigan is
not a newcomer to the Full Committee but he is to this Subcommit-
tee; Bill Jefferson of Louisiana and John Tanner of Tennessee.
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I would also like to recognize a veteran of the Ways and Means
Committee but a new Ranking Member for this Subcommittee,
Mrs. Barbara Kennelly of Connecticut. Congratulations, Barbara. I
am pleased to be working with you in this 105th Congress.

Mrs. KENNELLY. Thank you.

Chairman BUNNING. Today we kick off a series of hearings on
“The Future of Social Security for this Generation and the Next.”
Social Security touches the lives of just about every American, and
this popular, effective and vital program is facing some serious
challenges. The challenges are very, very serious. In its report to
Congress in 1996, the Social Security board of trustees said that
Social Security spending will exceed tax revenues in the year 2012.
They also project that the trust funds will only be able to pay 77
percent of benefits by 2029. In light of this outlook, it is not sur-
prising that a much cited recent poll by the Third Millennium
showed that today’s youth have more faith in the existence of
HMOs or UFOs—than in getting Social Security benefits. I find
this disturbing and I am deeply concerned. How can we expect
young people just entering the work force to feel good about con-
tributing to a program that they view as going bust? I fear that
public support for this popular program will erode even more
quickly if younger workers and future generations cannot count on
a reasonable return on their contributions. We just cannot let that
happen.

That is why we are here to listen to the members of this final
Advisory Council on Social Security. This Advisory Council was ap-
pointed by the Secretary of Health and Human Services in 1994
and charged with studying the long-range financial status of the
program and presenting to Congress its plan to address the sol-
vency problem.

I am disappointed that the council could not reach consensus and
presented three plans rather than one. However, their inability to
agree on a solution just proves the complexity of the issue. Since
the Advisory Council released its report in January, much public
debate has emerged. Engaging the public in these discussions is
critical to the future of Social Security. Finding solutions is not
going to be easy.

Today, we will hear from three members of the Advisory Council
about their respective plans to fix the system. In the next few
months, we plan to hear from policy experts, advocates, business
leaders, Members of Congress, and many others. We are taking
this issue seriously. We want to listen to what the people are say-
ing, and we need to know all the facts including who is impacted
by each and every proposal. We want answers, but we must be
careful and thorough.

Many of you know that I have 9 children and 30 grandchildren.
The future of Social Security is their future. We must step up to
the challenge and to our responsibility to protect their future and
the future of all Americans. In the interest of time, it is our prac-
tice to dispense with opening statements except from the Ranking
Democrat Member. All Members are welcome to submit statements
for the record, and I yield to Congresswoman Kennelly for any
statement she wishes to make.
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Mrs. KENNELLY. Thank you, Chairman Bunning, and thank you
also for announcing to the public that this is only the first of a se-
ries of hearings because we all know we are going to have to study
this question, listen to all points of view and get as much informa-
tion as possible. But today’s meeting, begins the series of hearings
on the future of Social Security with testimony from members of
the Social Security Advisory Council.

Gentlemen, I welcome you.

The members of the Advisory Council have offered us three dis-
tinct choices for reforming Social Security. I hope these proposals
will fuel a vigorous national debate on the nature of retirement in-
come. Such a debate is essential. It is an ingredient for action in
this area. We need to be very sure we understand fully the implica-
tions of any actions we take in attempting to solve the Social Secu-
rity solvency situation. The Social Security system is one of our
most successful government programs. It has helped to keep older
Americans out of poverty, and it has provided important protection
to families suffering the death or disability of a breadwinner.

At the same time, however, we cannot avoid the demographics of
the 21st century. The rise in the number of retirees due to in-
creased life expectancy and the retirement of the baby boom gen-
eration will force us to take a hard look at our retirement policies.

I am pleased to have with us today three witnesses who have
spent an incredible number of hours working on this issue, most
recently as members of the Advisory Council. I know that they
have crafted their recommendations, and they have thought deeply
about the extent to which they think change is needed and the na-
ture of those changes. I am particularly interested in the overall
economic impact of the plans. I would like to know what our wit-
nesses think about the need for increased national savings and the
means of achieving this goal. I am also interested in the impact of
the plans of these individuals and would like to hear from them
about the extent to which current Social Security protections are
reduced under these plans before us today.

What is the impact of an increase in the retirement age? What
happens to widows, nonworking spouses, children and the dis-
abled? What is the impact of changing a defined benefit plan into
a defined contribution plan? What are the risks? Who bears these
risks? I hope the presentation today will educate us on these ques-
tions and further illuminate the choices before us. Altering the So-
cial Security system is a very serious undertaking, and we should
treat it as such. I look forward to hearing from our witnesses about
their plans and am hoping that we can work together to find a sta-
ble retirement for this generation and the next. Thank you, Mr.
Chairman.

Chairman BUNNING. Thank you, Mrs. Kennelly. I want to inform
our panel that we have a vote on the floor and we are going to re-
cess to vote on adjourning the House, and we will be back as quick-
ly as we can. I apologize to the panel.

[Recess.]

Chairman BUNNING. The Subcommittee will come to order. I
would like now to introduce the witnesses from the Advisory Coun-
cil on Social Security. Robert Ball will present supporters of the
maintain benefits plan; Dr. Sylvester Schieber representing the
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personal security accounts plan; and Dr. Edward Gramlich, chair-
man of this Advisory Council, representing the individual accounts
plan. Welcome to all of you, and Mr. Ball, if you would begin, I
would appreciate it.

STATEMENT OF HON. ROBERT M. BALL, FOUNDING CHAIR, NA-
TIONAL ACADEMY OF SOCIAL INSURANCE; AND MEMBER,
1994-1996 ADVISORY COUNCIL ON SOCIAL SECURITY
(FORMER COMMISSIONER OF SOCIAL SECURITY)

Mr. BAaLL. Thank you, Mr. Chairman. I think the key to the posi-
tion of the six of us who support the maintained benefits (MB) plan
is that we would like to restore full balance for the long-term in
Social Security with the least possible change in benefit levels and
in contribution rates. Our goal is not to make major or fundamen-
tal changes in the program. We think that it is quite possible and
desirable—that is why we selected the name—to maintain the sys-
tem much as it is today.

Now, we agree, Mr. Chairman, with your characterization in
your opening remarks of there being a major and significant long-
range problem. But I think there has been, particularly in the
newspapers, some misunderstanding of the nature of that problem.
Some of the things I read sound as if the system in a relatively
short time was going to be without income and go belly up. But,
as you pointed out in your opening statement, the true situation is
that the program can pay full benefits on time to about 2030 under
present law. And then at that point, the program does not dis-
appear, but it has a shortfall, a significant shortfall, and is able to
pay only about 75 percent of the cost of the system. But there is
an important distinction between having to find financing for the
whole program after 2030 or so, or whether we would be building
on the continuing support of present financing for at least 75 per-
cent of the cost of the system. Most of the support of the system
comes from continuing contributions that individuals and their em-
ployees make currently, not from a trust fund, and current con-
tributions go on after the trust fund is exhausted.

So, we are not in anything like a desperate or emergency situa-
tion. We have an important job to do soon because the sooner these
problems are addressed, the less drastic the solutions have to be,
but there is time, and it is not an emergency situation. Our pro-
posal is to ask the administration and the Congress to move as
quickly as is reasonable to make some common sense changes in
the present program that are well within the tradition of Social Se-
curity. Later on, I will enumerate what those are. I cannot wait to
take the time in this opening 5 minutes to do that.

As a result of these changes, you move the deficit from the
present estimated long-term deficit of 2.17 percent of payroll down
to 0.80 percent of payroll, and you move the time that the trust
fund is exhausted, from about 2030 to 2050.

After that we focus on changes that I think really need public de-
bate, more study, and evaluation. There is real reason for dif-
ferences of opinion on the additional provisions that would elimi-
nate the last 0.80 percent of payroll deficit. For example, if it is
true that the cost of living has an upward bias, and that steps are
going to be taken to correct that, the change in itself would go a
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long way to reduce that remaining 0.80 percent of payroll. I think
we would all agree that we want the most accurate possible Con-
sumer Price Index, CPI, to govern the cost of living for Social Secu-
rity and there seems to be a lot of opinion that supports the idea
that there is an upward bias. So to some extent, there is reason
to delay the final part of the solution to the long-range imbalance
until the controversy over the CPI is settled, as long as the delay
is for only a year or two.

We have proposed to the administration and the Congress that
this last 0.80 percent of payroll deficit be met by a mixed public/
private investment policy, similar to what just about every other
pension plan in the country has—that is, invest part of the accu-
mulating funds of Social Security in the stock market, passively
managed and indexed to a large part of the market. If invested up
to 40 percent of Social Security funds in the stock market, you
would get rid of that last 0.80 percent deficit. We think it is a good
idea, but deserves more study. We are not suggesting immediate
action on this. It is just enough different from what has been done
in Social Security in the past that it needs some getting used to.
Social Security with its huge effect on the whole nation, shouldn’t
be changed significantly from the past without a broad consensus.
Mr. Chairman, I think probably I am close to my 5 minutes and
will not start off on another subject.

[The prepared statement follows:]

Statement of Hon. Robert M. Ball, Founding Chair, National Academy of
Social Insurance; and Member, 1994-1996 Advisory Council on Social Se-
curity (Former Commissioner of Social Security)

My name is Robert Ball. I was Commissioner of Social Security from 1962 to
1973. Prior to my appointment by President Kennedy, I had been the top civil serv-
ant at the Social Security Administration for about 10 years; my career at Social
Security including my years as Commissioner spanned approximately 30 years. In
1948, 1 served as Staff Director of the Advisory Council on Social Security to the
Senate Finance Committee which recommended the major changes that became the
Amendments of 1950. Since leaving the government in 1973, I have continued to
write and speak about Social Security and related programs. I was a member of the
1965, 1979 and 1991 statutory Advisory Councils on Social Security, and I served
on the National Commission on Social Security Reform, the Greenspan Commission,
upon whose recommendations the 1983 Amendments were based. I am testifying
today as an individual member of the 1994-1996 Advisory Council on Social Secu-
rity, but my views are shared in general by five other Council members. The views
expressed are not necessarily those of any organization with which I am associated.

I. INTRODUCTION

Perhaps the single most important point to keep in mind about Social Security
as we consider various options for the future is this:

Social Security is not in the emergency room and does not require heroic meas-
ures. Rather, it requires thoughtful attention to an eventual imbalance of income
and expenses that begins to take effect in about 30 years. After that, unless the pro-
gram is amended (as I am sure it will be), present financing would cover only about
three-fourths of the cost.

The situation with Social Security is like that of homeowners living in a sound
house that they very much like and that needs only to have its mortgage refinanced.
There is no need to move out of the house or tear it down. The need is only to im-
prove its long-term financing.

Six of us who served on the 1994-1996 Advisory Council on Social Security ! pro-
pose to improve the program’s long-term financing by initiating, as soon as possible,
a series of common-sense measures that eliminate much of the anticipated long-
term deficit. We call this approach the Maintain Benefits (MB) plan. It maintains
Social Security as a defined-benefit plan, with benefits determined by law—a key
point to which I will return.
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The initial measures that we propose include:

¢ Adjusting the Cost of Living Allowance to reflect these technical corrections to
the Consumer Price Index already announced by the Bureau of Labor and Statistics;

¢ Taxing Social Security benefits that exceed what the worker paid in, in the
same way that other public and private defined-benefit pension plans are now taxed;

¢ Making Social Security truly universal by gradually extending coverage to those
state and local government jobs that are not now covered;

¢ Either reducing benefits slightly—3 percent on average—Dby increasing, from 35
to 38 years, the wage-averaging period used to calculate benefits; or, alternatively,

¢ Increasing the contribution rate moderately—0.15 percent each for workers and
employers; 2 and

¢ When Medicare is refinanced, correcting an anomaly in present law 3 so that in-
come from taxes on Social Security benefits goes entirely to Social Security rather
than to both Social Security and Medicare.

These changes reduce Social Security’s projected long-term deficit by nearly two-
thirds, from 2.17 percent of payroll to 0.80 percent, thus extending the life of the
trust fund by two decades, from 2030 to 2050.

To close the remaining deficit and maintain Social Security in long-term balance,
the options available for consideration include: gradually increasing payroll taxes;
gradually increasing the retirement age or otherwise lowering projected outlays; or
generating a better return on Social Security trust fund investments by diversifying
them to include investing in stocks as well as in government obligations. We rec-
ommend that this last option be given very careful consideration by the Congress.

This kind of public-private investment strategy—the same strategy used by other
pension systems—would permit Social Security, while continuing to invest primarily
in Treasury securities, to invest part of the accumulating trust fund surplus in a
passively managed portfolio of stocks indexed to the broad market.

This investment approach has many advantages over the two proposals advanced
by other members of the Advisory Council to break up Social Security into millions
of individual retirement savings accounts. Most importantly, it preserves Social Se-
curity as a defined-benefit plan, in which benefits are determined by law rather
than by what happens to an individual’s savings account.

That is a fundamentally important safeguard for a system designed, as Social Se-
curity is, to provide a secure base on which to plan and build one’s retirement. If
the base itself is made less secure—by replacing it with millions of relatively small
individual accounts, all subject to the vagaries of individual investment decisions
and unduly dependent on the performance of the stock market—Americans will
have lost the universal system of basic economic security that we have been building
so carefully and successfully for 60 years. Instead of refinancing the mortgage, we
will have undermined the house.

Whatever the President and the Congress decide to do with Social Security in the
future, we should not seriously consider trading part of it for high-cost social experi-
ments that put all Americans at risk. In our view, the Social Security Advisory
Council did not produce three viable options from which to choose. The six of us
could not, under any foreseeable circumstances, support either of the two private-
retirement-accounts proposals, and we do not believe that most Americans will find
thendll even remotely attractive, once the risks, costs, and trade-offs are fully under-
stood.

II. SOCIAL SECURITY: AMERICA’S FAMILY PROTECTION PLAN

For 60 years the United States has pursued a three-tier retirement income policy
consisting of Social Security and two supplementary tiers: employer-sponsored pen-
sions, now covering about half the work force, and voluntary individual savings.
Each tier complements the others and has become a fixed feature of national policy.
Social Security, covering nearly everyone, is a contributory, wage-related, defined-
benefit plan administered by the Federal government and entirely supported by
dedicated Federal taxes, and the two supplementary tiers are explicitly encouraged
by Federal tax policy.

Social Security, the basis of this three-tier structure, has been a uniquely success-
ful program by any measure. For more than half a century, it has been America’s
family protection plan, providing millions of the elderly and disabled with secure in-
comes, guarding them against impoverishment, and relieving their children and
grandchildren of what could easily become the unmanageable burden of supporting
them year in and year out throughout their old age.

No program has ever done more to alleviate and prevent poverty or to protect in-
come against erosion by inflation. None has done more to protect children against
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the risk of impoverishment when a wage-earning parent dies or becomes disabled.
And no program has ever enjoyed greater public support.

Several key points about Social Security need to be kept in mind, particularly
when considering proposals that would have the effect of replacing or substantially
altering it:

¢ Social Security provides a basic income floor for virtually all working Americans
at the time of retirement, allowing millions of the elderly to maintain their inde-
pendence. It provides $12 trillion in life insurance protection, more than all private
insurance combined. More than 43 million Americans are currently receiving bene-
fits—including 27 million retirees, 11 million family members and survivors of de-
ceased workers (including 3 million children under 18) and 5 million disabled per-
sons.

* Social Security is self-supporting and has not added a penny to the deficit. Since
1937 the program has collected $5 trillion and paid out 54.5 trillion, leaving $500
billion in reserve.

* Social Security is highly efficient and has very low administrative costs. Admin-
istrative expenses consume less than one percent of revenues, compared to 11 per-
cent on average (not including profit) for private insurance.

e With fewer than half of all U.S. workers currently covered by private pension
plans, the majority of retired Americans find themselves relying on Social Security
for most of their income. Without Social Security, nearly one of every two elderly
Americans would fall below the poverty line.

¢ Social Security benefits and inflation adjustments have been of crucial impor-
tance in reducing poverty among older Americans. Thirty years ago, poverty among
the elderly was more than twice the national rate. Today the poverty rate among
the elderly is under 12 percent, comparable to other adults.

¢ Social Security provides substantial protection for survivors and those with dis-
abilities. For a typical example—a 27-year-old couple, both working at average
wages, with two small children—survivors’ protection is worth $307,000. Disability
protection for the same family amounts to $207,000.

Social Security is, in other words, a program of many parts: part retirement pro-
gram, part disability income program, part life-insurance program, part anti-poverty
program—and all of them working together for the benefit of the nation. Even if
some individuals were able to do better under an individualized retirement savings
scheme, the nation as a whole would not be better off.

It is also important to understand that although Social Security does require fi-
nancial strengthening to meet its full obligations over the 75-year period for which
Social Security forecasting is done, the program does not face a financial crisis—
now or tomorrow.

Even with no changes in present contribution rates and benefits, Social Security
can continue to pay full benefits on time for 30 years, and after that could still pay
75 percent of its obligations. Even 75 years from now, without any change in law,
Social Security could still meet 70 percent of its obligations. Our task, in other
words, is not to overcome a crisis but to make up a shortfall.

In 1995, the Trustees of Social Security estimated that over the long run—that
is, over the course of the 75-year estimating period—outlays are expected to exceed
revenues by 2.17 percent of total covered payrolls. In other words, if Social Security
contribution rates had been increased by 2.17 percentage points in 1995, the long-
term deficit would be eliminated. This is not to suggest that a contribution-rate in-
crease in 1995 would have been a good idea, but simply to show that the shortfall
on the horizon is not of such magnitude as to require radical solutions. Moderate
measures, undertaken soon, can avert major problems later, in much the same way
that a minor course correction can steer a ship safely past a hazard on the horizon.

The long-term imbalance of revenues and expenses can be substantially reduced
by taking several common-sense steps. These options are discussed in Social Secu-
rity for the 21st Century: A Strategy to Maintain Benefits and Strengthen America’s
Family Protection Plan, our statement in the report of the Advisory Council, and
are summarized below:
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Proposed Change Rationale for Change Impa]:():gfgl)(x:lit%.l7%
1. Increase taxation of benefits ......... Benefits should be taxed to the ex- —-0.31
tent they exceed what the worker
paid in, as is done with other de-
fined-benefit pension plans..
2. Change Cost of Living Adjustment | COLA is determined by CPI, which -0.31
(COLA) to reflect corrections to is widely believed to overstate in-
Consumer Price Index (CPI) an- flation; further changes to CPI
nounced in 1996 by Bureau of may be made, perhaps affecting
Labor Statistics. COLA—and thus the long-term
deficit—more than shown here..
3. Extend Social Security coverage to | Most state and local employees are —0.22
all newly hired state and local em- already covered; the 3.7 million
ployees. who are not are the last major
group in labor force not covered..
4. Change wage-averaging period for | Helps bring program into long-term -0.28
benefits-computation purposes balance by reducing benefits (3%
from 35 to 38 years, or increase on average) for future retirees. In-
contribution rate 0.3% (0.15% for crease would have approximately
workers and employers alike). the same effect on deficit as 3%
benefit cut..
5. Redirect income from taxes on So- | Corrects anomaly in current law. -0.31
cial Security benefits from Medi- Note: This change to go into effect
care to Social SecurityS. when Medicare is refinanced
(2010-2020).

Long-term deficit remaining after implementation of above changes: 0.80% 6

The Advisory Council agreed that this package of relatively modest changes re-
duces Social Security’s anticipated long-term deficit by nearly two-thirds, extending
the life of the trust funds from 2030 to 2050. That being the case, there simply is
no compelling argument for abandoning the traditional Social Security program,
with its unique advantages, for a radical experiment with individual retirement sav-
i)ngs accounts. Yet that is the approach proposed by various Advisory Council mem-

ers.

II. ‘INDIVIDUAL ACCOUNTS’ (IA)

The Individual Accounts (IA) plan proposed by two members of the Council would:

(1) Reduce existing Social Security protection so that over the long run benefits
are brought into balance with the current combined contribution rate (12.4 percent
of payroll); and

(2) Establish a new compulsory individual savings plan, financed by an additional
1.6 percent deduction from workers’ earnings, raising the worker’s deduction from
6.2 percent of earnings to 7.8 percent beginning in 1998.

Benefits under the Social Security part of the plan would be gradually reduced,
ultimately cutting benefits about 30 percent on average. This results in part from
accelerating the increase in the normal retirement age (NRA) scheduled in present
law and then continuing to increase it by indexing it to longevity, and in part by
changing the wage-averaging and benefit formulas. The reduction in benefits would
be gradual but substantial.

Proponents argue that the IA plan, on average, is designed to protect the status
quo for Social Security participants by bringing the combined benefits of the reduced
Social Security system and the new savings plan up to the level now provided for
(but not fully funded) by the present Social Security system. However, the IA plan
has many flaws:

¢ It reduces Social Security’s defined guaranteed benefit plan in the long run by
30 percent for the average worker (32 percent for higher-paid and 22 percent for
lower-paid workers), with the hope that the average return on savings in individual
accounts will make up for the losses in Social Security benefits. But even if this
turns out to be the case on average, many will fall below average, particularly
among the lower-paid.

e It requires all workers to set aside more of their wages than at present—in ef-
fect a tax increase—with the increase required to be saved for retirement, regard-
less of other more immediate needs that the worker and his or her family may have
for health care, emergencies, or more basic needs such as food, clothing and shelter.
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e It makes the challenge of solving Medicare’s financial problems more difficult
by pre-empting compulsory deductions from workers’ earnings for retirement sav-
ings rather than for health care. If a payroll-tax increase is to be considered, there
is a more immediate need to direct such income to Medicare than to Social Security.

¢ It undermines broad public support for the residual Social Security system by
producing lower and lower benefits, which in turn will create pressure from the
more successful savers and investors to shift more of their payroll taxes from Social
Security to private accounts.

« Even on average, it is unlikely to achieve the goal of adequate retirement in-
come because many savings accounts holders will face more immediate needs and
will want access to their money before retirement, and there will be great pressure
on the Congress to authorize early withdrawals. After all, the selling point for these
private accounts is that the money belongs to the individual. Individuals facing
emergencies or other major expenses will not take kindly to being told that they
must wait for many years to gain access to their funds.

For all of these reasons (discussed at greater length in our statement in the report
of the Advisory Council), the six of us strongly oppose the IA plan. Indeed, we see
the IA plan as something of a Trojan horse, in effect if not in intent, because it could
result in undermining support for what would remain of the traditional Social Secu-
rity program, thus leading to even greater substitution of a private savings scheme
for social insurance.

III. PERSONAL SECURITY ACCOUNTS (PSAS)

The Personal Security Accounts (PSA) plan proposed by five members of the Ad-
visory Council would:

(1) Replace Social Security’s existing benefits structure with a flat monthly
government-paid retirement benefit varying only with length of time worked,;

(2) Create a system of compulsory private individual “security accounts” (i.e., sav-
ings accounts) for retirement, funded by 5 percentage points of the payroll tax now
going to Social Security.

The monthly benefit payable via the government system would be $205 after 10
years of coverage (in 1996 dollars, wage-indexed thereafter), rising by about $8 for
each additional year of coverage until the maximum benefit—$410 a month—is
reached for workers having 35 years of coverage. Spouses of eligible workers would
receive a monthly benefit of $205, and older surviving spouses would get 75 percent
of the total flat benefit payable to the couple. A disability and young survivor’s pro-
gram similar to the present system (but ultimately reduced by 30 percent in the
case of disability) would also be part of the central government system.

The PSA plan requires increasing the payroll tax by 1.52 percentage points begin-
ning in 1998 and continuing through 2069. In addition, the plan would borrow from
the Federal government over 33 years—at the peak owing the Treasury about $2
trillion (in 1996 dollars, $15 trillion in then-current dollars) and then repaying it
over the next 35 years. The tax increase and the borrowing are necessary to enable
the plan to fulfill the benefit promises of the present Social Security system for
those 55 and older, and to pay for past service credits from the present system to
those 25 to 54. All those now under 25 would, at retirement, receive only the flat
benefit plus whatever the 5 percent of wages invested in PSAs added up to.

Individuals would be free to invest their PSAs in any generally available financial
instrument, and the accumulated amounts would become available when they
reached retirement age, with no requirement for annuitization and with no special
provision for spouses or other dependents.

The PSA approach has all the disadvantages of the IA plan—and more:

» It requires a 1.52 percentage point increase in the payroll tax for 72 years, and,
in addition, massive borrowing from the Federal government.

¢ The residual public Social Security program becomes even more unattractive to
most contributors than in the case of the IA plan, with benefits related only to the
length of time under the system. Thus, regardless of wage levels or what was paid
in, the maximum benefit is only $410 a month (about two-thirds of the poverty
level) for someone who has paid into the program for 35 years.

¢ Investment choices are essentially unrestricted (and thus difficult to monitor)
and the payout at retirement age could be in a lump sum, with no annuity require-
ment to spread payments out over the retirement years—and no inflation protection.

¢ The more successful investors would have little reason to want to keep what
is left of the public system, and without their political support it would probably
be phased out or converted into a means-tested poverty program.

¢ The plan increases the Federal budget deficit by ¥2OO to $300 billion a year for
the next three decades. Moreover, with some investors failing to get good returns,
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the burden on the government (read: taxpayers) would in all likelihood be greater,
because many retirees facing impoverishment would be forced to turn to means-
tested income-support programs such as Supplemental Security Income (SSI), thus
driving up the cost of these taxpayer-supported programs.

¢ The plan is particularly harsh on those with disabilities and on those spouses
who do not have sizeable accounts of their own (as discussed in our statement in
the report of the Advisory Council).

¢ The communication and administrative tasks created by the plan, particularly
during the “transition” period (more than 70 years), seem overwhelming. The gov-
ernment would have to explain the protection being provided under present Social
Security law and the new flat benefit program as it will be for the young, while ex-
plaining the rules governing how much one gets from each source during the transi-
tion. Administratively, the government would have to keep an eye on small as well
as large employers to make sure not only that deductions are made from wages each
payday but that they are deposited in the employee’s choice of a bank, broker, or
other financial agent. Then the government must make sure that the accumulating
funds are kept intact—through all subsequent movements of the varying totals
among changing fiscal agents—until retirement. This would be a monumental task.
As noted previously, the administrative costs of the present Social Security system
are below one percent. In contrast, the administrative costs of Chile’s privatized re-
tirement system—which offers fewer options than would be available under the PSA
plan—are reportedly in the range of 15 percent.

¢ The plan violates the basic principle of pooling resources and spreading the risk
that has helped Social Security to weather economic downturns and recessions and
that makes it feasible to distribute retirement income equitably. Instead of sharing
risks, workers would have to bear risk individually—with the certainty that some
risks would turn out very badly, and that in such cases (typically people outliving
their savings accounts), retirees would have to turn to their adult children or to
means-tested income-support programs for help.

* The plan fails the test of cost-effectiveness. If we want to increase returns on
investment of Social Security funds—both to completely close the remaining long-
term deficit discussed above and to make Social Security a more attractive ‘invest-
ment’ for younger workers—it would make far more sense to centrally invest a por-
tion of the trust funds in private equities, as is done now by virtually all other fed-
eral, state, local, and private-sector defined-benefit retirement plans. With this ap-
proach, administrative costs are much lower and net overall returns are thus high-
er.

The IA plan and the PSA plan have their differences, but what they have in com-
mon is that both, in the guise of rescuing Social Security, require radical and unnec-
essary “reforms” that would mean new risks and higher costs for workers and retir-
ees.

¢ They require workers to pay twice for retirement: once to keep the present sys-
tem solvent enough to pay at least reduced benefits to present beneficiaries and
those workers who will be retiring soon, and once to fund the new system of individ-
ual retirement accounts.

¢ They require major new tax increases. The IA plan increases workers’ deduc-
tions (workers only—no matching increase for employers) from 6.2 percent to 7.8
percent of payroll; the PSA plan increases the combined worker-employer rate by
1.52 percentage points while simultaneously borrowing more than $2 trillion from
the Treasury. These are burdens that would begin now and accumulate for decades.

¢ They undermine public confidence in Social Security, even in its “reformed” ver-
sion, by requiring substantial cuts in government-paid benefits, thus making some
private investment accounts appear to be more attractive.

¢ They assume that workers will, on average, be able to offset reduced benefits—
and come out ahead—Dby earning higher returns on their private investments. But
of course there are no guarantees. A skillful or lucky investor may indeed do well;
an unlucky investor could end up with much less than the benefits that would have
been guaranteed in law under the present system. Averages being averages, it is
a certainty that many would earn below-average returns.

None of this is necessary. The six of us who propose the Maintain Benefits plan
believe that our first task is to take the common-sense steps outlined above (and
discussed in our statement in the Council report) and this greatly reduces Social Se-
curity’s long-term deficit right away. At the same we propose exploration of the var-
ious options to bring the program into full long term balance.

There are several such options, including: enacting, in the near future, moderate
tax increases or benefit cuts for future retirees; scheduling further increases in the
normal retirement age (which has the same effect on Social Security’s long-term def-
icit as reducing benefits, and which some would argue may be justified by increases
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in longevity); or scheduling a series of future increases in contribution rates. All of
these options have disadvantages, however, including making Social Security less
attractive to younger workers by lowering the ratio of benefits to contributions. This
strengthens the case for exploring the pros and cons of a public-private investment
strategy.

IV. A PUBLIC-PRIVATE INVESTMENT STRATEGY

The six of us who advocate the Maintain Benefits plan also advocate reviewing
Social Security’s present investment policy. Under present law, funds may be in-
vested only in low-yield government bonds. Yet funds are accumulating in anticipa-
tion of the demands on the system that will be made when the baby-boom genera-
tion begins retiring in the second decade of the 21st century. Investing up to 40 per-
cent of this accumulating “surplus” in stocks indexed to the broad market would
yield higher returns, closing the remaining long-term deficit while also improving
the benefit/contribution ratio for younger workers.”

The objective of investment neutrality can be established in law and pursued as
a matter of policy by establishing an expert board (as in the case of the Federal Re-
tirement Thrift Investment Board, which administers the Thrift Savings Plan for
Federal employees) to select an appropriate passive market index, choose portfolio
managers, and monitor portfolio management.

Some critics of this investment strategy argue that politicians would be tempted
to tamper with the index of government investments in order to steer investments
toward preferred social objectives. In reality this is unlikely to be a problem. Once
the objective of investment neutrality is set, we can be reasonably confident that
our competitive political system will furnish the necessary checks and balances to
protect this principle. Efforts by one party to undermine neutrality would provide
a major point of attack for the other party, with the result that future Congresses
would be reluctant to interfere with an established investment arrangement in
which nearly every American family would have a stake. (This is the same principal
of political balance that has thus far protected Social Security from radical change.)

Perhaps foremost among all the advantages of this approach over the IA and PSA
plans is that it preserves Social Security as a defined-benefit plan, with benefits de-
termined by law rather than by the uncertainties of individual investment decisions.
In all respects, it leaves the essential principles of the traditional Social Security
system undisturbed while restoring long-term balance and offering Social Security
participants the same investment benefits that are enjoyed by participants in other
large retirement plans—state, local, and private. The investment risk is kept man-
ageable and affordable by investing as a group rather than as individuals, and the
administrative costs are, of course, very low in comparison to making investments
at retail and managing millions of relatively small individual accounts.

V. CONCLUSION

Today Social Security fulfills what Lincoln described as “the legitimate object”
of government: “to do for a community of people whatever they need to have done
but cannot do at all or cannot do so well for themselves in their separate and indi-
vidual capacities.” It is extremely important that Social Security, as the basis for
all retirement planning, continue in the form of a defined-benefit plan, promising
specified benefits that are not at risk of being undermined by investment decisions.

With Social Security as a base to build on, those who can afford to accumulate
other retirement income are free to do so, with encouragement from the tax code
and without being penalized by a means test. And, with basic Social Security protec-
tion in place, pension plans and private investors can more freely take risks in pur-
suit of higher investment returns.

This argues for retaining Social Security as the basic foundation of our traditional
three-tier retirement system—a foundation that is not threatened by the failure of
a business or the decline of an industry, and with benefits continuing to be defined
by law. Over time, of course, Social Security has adapted to change and can con-
tinue to do so, even as we are now recommending. But the system that has met
every challenge for 60 years has proven sound—and continues to merit powerful
public support.

Whenever Social Security’s long-term stability has been threatened by cir-
cumstances warranting a legislative response, strong public support for the program
has encouraged political leaders to seek bipartisan solutions that build on Social Se-
curity’s inherent strengths. That is the approach we recommend now—to build on
rather than replace the family protection plan that works so well for so many.
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NoTES

1. Robert M. Ball, Edith U. Fierst, Gloria T. Johnson, Thomas W. Jones, George Kourpias,
and Gerald M. Shea.

2. Council Member Edith U. Fierst would prefer not to implement either of these changes;
see her statement appended to the main report of the Advisory Council.

3. Some of the revenue from taxation of Social Security benefits now goes to the Medicare
Hospital Insurance (HI) trust fund, not as a matter of policy but for reasons related to Senate
voting procedures (see the report of the Advisory Council, p. 78), and this anomaly should be
corrected when Medicare is refinanced.

4. Estimates by the Office of the Actuary, Social Security Administration.

5. This is the only one of these proposals not supported by a majority of the Advisory Council.

6. Adjusted for interaction of proposed changes (see the report of the Advisory Council, p. 80).

7. To help maintain the program in balance even beyond the traditional 75-year estimating
period, a contribution-rate increase of 1.6 percent should be scheduled to go into effect in 2045,
with the understanding that at that time, depending on actual experience, the increase may not
be needed (see the report of the Advisory Council, p. 86, for a discussion of this issue).

Chairman BUNNING. Your time did expire.
Dr. Gramlich, would you please make your presentation.

STATEMENT OF EDWARD M. GRAMLICH, PH.D., DEAN, SCHOOL
OF PUBLIC POLICY, UNIVERSITY OF MICHIGAN; AND CHAIR,
1996 QUADRENNIAL ADVISORY COUNCIL ON SOCIAL
SECURITY

Mr. GRAMLICH. Thank you for soliciting my testimony on Social
Security reform, Mr. Chairman. In trying to reform this important
program that has worked so well now for 60 years, I am guided by
three goals. The first is to retain the important social protections
of this program that has reduced poverty and the human costs of
work disabilities. The second is to make the social protections af-
fordable by bringing Social Security back into long-term financial
balance. The third is to add new national saving for retirement,
both to help individuals maintain their own standard of living in
retirement and to build up the Nation’s capital stock in advance of
the baby boom retirement crunch.

In the recently released report of the Advisory Council, I have in-
troduced a compromise plan called the individual accounts, IA,
plan that tries to achieve all three goals. It would preserve the im-
portant social protections of Social Security and still achieve long-
term financial balance in the system by what might be called kind
and gentle benefit cuts. Most of the cuts would be felt by high-wage
workers with disabled and low-wage workers being largely pro-
tected from the cuts. Unlike the other two plans proposed by the
Advisory Council, there would be no reliance at all on the stock
market for these benefits and no worsening of the finances of the
Health Insurance Trust Fund.

The IA plan would include some technical changes such as in-
cluding all state and local new hires in Social Security and apply-
ing consistent income tax treatment to Social Security benefits.
These changes are also part of the Council’s other plans and go
some way to eliminating Social Security’s actuarial deficit.

Then, beginning in the 21st century, the changes would be sup-
plemented with two other measures. There would be a slight in-
crease in the normal retirement age for all workers. There would
be a slight change in the benefit formula to reduce the growth of
Social Security benefits for high-wage workers. Both of these
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changes would be phased in very gradually to avoid actual benefit
cuts for present retirees and to avoid notches in the benefit sched-
ule, which are instances when younger workers with the same
earnings records get lower real benefits than older workers. The re-
sult of all changes would be a modest reduction in the overall real
growth of Social Security benefits. When combined with the rising
number of retirees, the share of the Nation’s output devoted to So-
cial Security spending would be approximately the same as at
present, eliminating this part of the impending explosion in future
entitlement spending. Of the three plans suggested by our Council,
my plan is clearly the best for achieving short- and long-term bal-
ance in the Federal budget.

These benefit cuts alone would mean that high wage workers
would not be experiencing rising real benefits as their real wages
grow, so I would supplement these changes with another measure
to raise overall retirement and national saving. Workers would be
required to contribute an extra 1.6 percent of their pay to their in-
dividual accounts. These accounts would be owned by workers but
centrally managed. Workers would be able to allocate their funds
among five to ten broad mutual funds covering stocks and bonds.
Central management of the funds would cut down the risk that the
funds would be invested unwisely, would cut administrative costs,
and would mean that Wall Street firms would not find these indi-
vidual accounts a financial bonanza. The funds would be converted
to real annuities on retirement to protect against inflation and the
chance that retirees would overspend in their early retirement
years.

All changes together would mean that approximately the pres-
ently scheduled level of benefits would be paid to all wage classes
of workers of all ages. The difference between this outcome and
present law is under this plan, these benefits would be affordable,
as they are not under present law. The changes would eliminate
Social Security’s long-term financial deficit while still holding to-
gether the important retirement safety net provided by Social Secu-
rity. They would reduce the growth of entitlement spending and
improve the Federal budget outlook. They would significantly raise
the return on invested contributions for younger workers, and the
changes would move beyond the present pay-as-you-go financing
scheme by building up the Nation’s capital stock in advance of the
baby boom retirement crush.

As the Congress debates Social Security reform, I hope it will
keep all of these goals in mind, and I hope also that it will make
these types of changes in this very important program.

Thank you very much for hearing me.

[The prepared statement follows:]

Statement of Edward M. Gramlich, Ph.D., Dean, School of Public Policy,
University of Michigan; and Chair, 1996 Advisory Council on Social Secu-
rity
Thank you for soliciting my testimony on Social Security reform, Mr. Chairman.

In trying to reform this important program that has worked so well now for sixty

years, I am guided by three goals. The first is to retain the important social protec-

tions of this program that has greatly reduced aged poverty and the human costs
of work disabilities. The second is to make these social protections affordable by
bringing Social Security back into long term financial balance. The third is to add
new national saving for retirement—both to help individuals maintain their own
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standard of living in retirement and to build up the nation’s capital stock in advance
of the baby boom retirement crunch.

In the recently released report of the Advisory Council, I have introduced a com-
promise plan, called the Individual Accounts Plan (IAP), that tries to achieve all
three goals. It would preserve the important social protections of Social Security and
still achieve long term financial balance in the system by what might be called kind
and gentle benefit cuts. Most of the cuts would be felt by high wage workers, with
disabled and low wage workers being largely protected from cuts. Unlike the other
two plans proposed by the Advisory Council, there would be no reliance at all on
the stock market for these benefits, and no worsening of the finances of the Health
Insurance Trust Fund.

The IA plan would include some technical changes such as including all state and
local new hires in Social Security and applying consistent income tax treatment to
Social Security benefits. These changes are also part of the Council’s other plans,
and go some way to eliminating Social Security’s actuarial deficit.

Then, beginning in the 21st century, the changes would be supplemented with two
other measures. There would be a slight increase in the normal retirement age for
all workers. There would also be a slight change in the benefit formula to reduce
the growth of Social Security benefits for high wage workers. Both of these changes
would be phased in very gradually to avoid actual benefit cuts for present retirees
and notches in the benefit schedule (instances when younger workers with the same
earnings records get lower real benefits than older workers). The result of all
changes would be a modest reduction in the overall real growth of Social Security
benefits. When combined with the rising number of retirees, the share of the na-
tion’s output devoted to Social Security spending would be approximately the same
as at present, eliminating this part of the impending explosion in future entitlement
spending. Of the three plans suggested by our Council, my plan is clearly the best
for achieving short and long term balance in the federal budget.

These benefit cuts alone would mean that high wage workers would not be experi-
encing rising real benefits as their real wages grow, so I would supplement these
changes with another measure to raise overall retirement (and national) saving.
Workers would be required to contribute an extra 1.6 percent of their pay to their
individual accounts. These accounts would be owned by workers but centrally man-
aged. Workers would be able to allocate their funds among five to ten broad mutual
funds covering stocks and bonds. Central management of the funds would cut down
the risk that funds would be be invested unwisely, would cut administrative costs,
and would mean that Wall Street firms would not find these individual accounts a
financial bonanza. The funds would be converted to real annuities on retirement,
to protect against inflation and the chance that retirees would overspend in their
early retirement years.

All changes together would mean that approximately the presently scheduled
level of benefits would be paid to all wage classes of workers, of all ages. The dif-
ference between this outcome and present law is that under this plan these benefits
would be affordable, as they are not under present law. The changes would elimi-
nate Social Security’s long term financial deficit while still holding together the im-
portant retirement safety net provided by Social Security. They would reduce the
growth of entitlement spending and improve the federal budget outlook. They would
significantly raise the return on invested contributions for younger workers. And,
the changes would move beyond the present pay-as-you-go financing scheme, by
buildi}lllg up the nation’s capital stock in advance of the baby boom retirement
crunch.

As the Congress debates Social Security reform, I hope it will keep all of these
goals in mind. I also hope it will make these types of changes in this very important
program. Thank you for hearing me.

Chairman BUNNING. Dr. Schieber.

STATEMENT OF SYLVESTER J. SCHIEBER, PH.D., VICE
PRESIDENT, WATSON WYATT WORLDWIDE; AND MEMBER,
1994-1996 ADVISORY COUNCIL ON SOCIAL SECURITY

Mr. SCHIEBER. Thank you. Mr. Chairman, thank you for the op-
portunity to testify before you today to relate to you my perspective
on the deliberations of the Social Security Advisory Council, and
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the proposal calling for the creation of personal security accounts,
PSA, is the best way to reform the program. Social Security’s own
trustees have been telling us for some time that the program is sig-
nificantly underfunded for future generations. If the full imbalance
were addressed immediately through a tax increase, it would in-
crease cost rates by about 20 percent over the next 75 years.

Given current tax burdens, such an increase is no trivial matter.
In addition, by the time we get around to dealing with Social Secu-
rity’s financing problems, the current funding gap will be much
larger than it is today. The potential rededication of 2 percent of
gross domestic product, GDP, to provide old-age, survivors, disabil-
ity insurance, OASDI, benefits might be tenable if that were the
only imbalance that the Government were facing. But as we all
know, it is not. For reasons outlined in my prepared remarks,
Medicare’s claim on the economy is going to be much harder to re-
duce or stabilize than Social Security’s.

We have to consider rebalancing Social Security in the larger
context of the total Federal Government claim on the economy and
within the context of other entitlements that must be financed out
of government revenues. It does not make any difference that there
is a separate earmarked tax that finances Social Security. There is
only so much that the public is willing to give to the Government,
and there are other things that the Government has to do.

In the Advisory Council’s deliberations, there was virtually no
support for a straightforward increase in the payroll tax to rebal-
ance the current system. We spent much time looking for ways to
live within the current tax rates, but in the final analysis, there
was little support for that option either. The unwillingness to raise
taxes or cut benefits in a straightforward manner drove us all to
consider policy options not previously viable, but we split into three
camps in terms of the particular policy options that we supported.

The members of the council that I sided with, five of us, advo-
cated significant reorganization of the current system. We proposed
that 2.4 percent of covered payroll that now finances disability and
young survivor benefits should continue to be financed through So-
cial Security. The employer’s portion of the remaining payroll tax,
5 percent of covered payroll, would finance a flat benefit payable
to all long career workers. The employee’s remaining 5 percent
would go into personal security accounts managed like 401(k) or
IRA assets. The combination of scaled-down Social Security bene-
fits plus the personal security account or PSA benefit would be
similar to benefits provided by current law.

Critics of the PSA proposal argue that it would erode public sup-
port for the redistributive aspects of Social Security. Since the PSA
system would have the same overall benefit structure as current
law, this opposition would only arise because workers might under-
stand the program’s redistribution work more clearly than they do
under current law, but it is likely that most workers already un-
derstand the current system, either on their own or because many
commentators have told them how it works. Furthermore, if the
only way we can get the public to support such a program is to con-
fuse them about how it works, the program is not sustainable any-
way.
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Critics of the PSA plan also argue it would expose workers to
undue risk in the financial markets. This argument often paints a
picture of individual account plans creating risks for workers where
none exists in the current environment. As I point out in my pre-
pared remarks, the 1977 Social Security amendments reduce many
workers’ Social Security relatively more than the October 1987
stock market crash. Today, Social Security is significantly under-
funded, and to restore balance, benefits must be cut or taxes raised
to finance current promises. Either of these propose significant
risks. Critics of the PSA proposal finally argue that it would create
tremendous new obligations for future taxpayers. The reason that
this argument is given any credence is because the Government
does not consistently account for its future obligations.

Table 1 in my prepared remarks shows that the Advisory Council
proposal that most significantly reduces the long-term Government
obligations of Federal taxpayers is the PSA plan. Considering the
full projected costs of the transition including any borrowing, the
PSA proposal reduces total future taxpayer obligations nearly twice
as much as the individual accounts proposal. It reduces them by
more than 20 times the MB proposal’s cost reductions. It is the
only proposal that would reduce the claim that OASDI payments
by the Government would make on the overall economy.

While several members of our Advisory Council and others have
branded the PSA proposal radical, I suggest that we look at the
world around us to see that such proposals are commonplace. Re-
forms of this sort are sweeping across Latin America. Similar re-
forms have been adopted in a number of countries in the Austral-
asian sphere of the world. They have been implemented in United
Kingdom and are being considered across other countries of Eu-
rope. What is radical about the PSA proposal is that it would cre-
ate an opportunity to turn our national retirement program into a
system that would begin to fund its benefits promises by adding to
savings of our economy. We believe it would also restore confidence
in a system that the majority of taxpayers today believe will not
deliver the benefits that are being politically promised.

Thank you very much.

[The prepared statement and attachments follow:]

Statement of Sylvester J. Schieber, Ph.D., Vice President, Watson Wyatt
Worldwide; and Member, 1994-1996 Advisory Council on Social Security

The views in this statement are those of the author and do not necessarily reflect
the views of Watson Wyatt Worldwide or any of its other associates.

Social Security’s actuaries and trustees have been telling us for some time that
the program is significantly underfunded for future generations of retirees. Some
students of the program trivialize its underfunding by saying that it is only under-
funded by 2.2 percent of covered payroll over the next 75 years and imply that its
imbalance is no big deal. That is very misleading. If the actuarial imbalance is to
be made up through a tax increase, it would be an 18 percent increase in the pro-
gram’s cost over the next 75 years. Such an increase in the tax that has become
the largest federal tax for many workers is no trivial matter.

In addition, the 2.2 percent figure assumes that we could have raised the payroll
tax rate 2.2 percentage points early last year and banked the added accumulation,
or cut benefits by a comparable amount. There are three problems with such an as-
sumption. First, the 2.2 percentage points understates the actuarial imbalance be-
cause the actuaries do not consider the deteriorating funding status of the program
at the end of their 75-year projection period. If we wanted to raise enough revenues
to make up for this calculation period problem, we would have had to raise the pay-
roll tax 2.5 percentage points early last year. Second, after the experience of the bal-
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looning federal debt in conjunction with the trust fund accumulations of the last 14
years there are questions about the government’s ability to convert added payroll
tax collections into national savings. Third, policymakers have not been willing to
raise taxes by the 2.2 percentage points, or the more realistic 2.5 points, needed last
year or to cut benefits immediately by a corresponding amount. By the time we get
around to dealing with Social Security’s financing problems, the 2.2 percent or 2.5
percent funding gap will be much larger than it is currently. If we wait until the
baby boomers are retired to deal with this problem, the actuarial imbalance will
have doubled from its current level.

It is important that Congress deal with Social Security’s financing imbalance soon
because it damages the public’s perception about the long-term viability of the pro-
gram. Some people dismiss reports that the majority of workers under age 50 be-
lieve they will not get full benefits now provided by Social Security when they retire
as public cynicism. I believe that while most people do not understand the arcane
nuances of Social Security financing, many of them do catch the yearly news reports
telling of the annual release of the Trustees Report. The headlines generated last
year by that report indicated that Social Security would run out of money in 2029—
that is, within the normal life expectancy of virtually all workers under age 50
today. Is it cynicism that people believe their government’s reports of the program
running out of money in their lifetime means they will get reduced benefits? I think
not.

In considering policies to deal with Social Security’s actuarial imbalances, Con-
gress cannot ignore the larger context of the government’s total fiscal operations.
It also has to keep in mind the provision of retirement security to workers while
maintaining some modicum of equity across generations. Balancing the various
goals is no easy task. It was this combination of considerations that drove the mem-
bers of the Social Security Advisory Council in very different directions in proposing
solutions to its current imbalances in the system.

BALANCING SOCIAL SECURITY IN THE LARGER CONTEXT OF FEDERAL FISCAL
OPERATIONS

Figure 1 shows three-year averages of the total receipts of the federal government
as a percentage of gross domestic product (GDP) starting with Fiscal Year 1951
through Fiscal Year 1996. I use three-year averages rather than the actual annual
data to smooth the effects of economic cycles on tax revenues. Over this 45 year pe-
riod, total receipts varied from a low of 17.1 percent of GDP to a high of 19.3 per-
cent, only about a 2 percentage point variation in the claim that the federal govern-
ment has made on taxpayers. While there is no natural limit to government’s claim
on the economy, there are clearly political forces that narrowly limit the amount US
taxpayers are willing to render to it. Even looking at actual year-to-year numbers,
the maximum claim in any year was 19.7 percent of GDP.

Under current law, OASDI claims are expected to grow from 4.7 percent of GDP
in 1996 to 6.5 percent by 2035. If we begin with an assumption that total govern-
ment claims on the economy are narrowly limited and that Social Security is sched-
uled to make a bigger claim than currently, then some other government expendi-
tures must shrink. One way to look at the potential for Social Security’s claim to
expand while other programs contract is to look at it in the context developed by
the Entitlement Commission during 1994.

The Commission looked at the potential total claim that all entitlement programs
would make on the government as presented in Figure 2.1 Entitlements include So-
cial Security, Medicare, retirement programs for federal civilian and military retir-
ees, Medicaid, and various other means tested welfare programs. Social Security
and Medicare make up about two-thirds of total entitlement claims today. By 2030,
entitlement claims alone are projected to exceed the 17 to 19 percent of GDP that
taxpayers have been willing to share with government over the latter half of the
20th century. Indeed, the programs aimed at the elderly alone are expected to ex-
ceed that amount by 2030. The predicament predicted in Figure 2 suggests that ex-
panding Social Security’s claim on the US economy might be more difficult than
simply bringing its own accounts back into actuarial balance.

Figure 3 dissects the projected increases in total entitlement claims into three
component parts, namely Social Security, Medicare, and other entitlement pro-

1In these projections, Medicare and Social Security outlays follow the Medicare and Social Se-
curity Trustees’ best estimates. Medicaid outlays are assumed to reflect demographic changes
and the increases in health care costs that underlie the Medicare projections. All other spending
and revenues are assumed to follow Congressional Budget Office projections through 1999 and
to grow in proportion to the overall economy thereafter.
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grams. While each of the component elements is projected to grow, the graphic sug-
gests that the most significant contributor to the expected growth in total entitle-
ments is expected to be the Medicare program. In the case of the other entitlements,
the growth of Medicaid is a major contributor in projected growth. This leads some
policy analysts to argue that our entitlement problem is really a Medicare and Med-
icaid problem rather than one with the cash programs that are included under the
entitlement umbrella. They claim that if we can restrain the rapid growth in the
health care programs, we can sustain projected growth in the cash programs.

One problem in constraining federal health programs for the elderly is that doing
so is likely to be more difficult than constraining the cash programs for retirees.
There are several reasons for this. First among them is that old people simply use
more health care services than younger ones as shown in the left-hand panel of Fig-
ure 4. The right hand figure shows that the percentage of our population over age
65 is expected to grow by as much between 2010 and 2030 as it had in the prior
80 years. In tandem, these two phenomena portend a significant increase in the de-
mand for health care in coming decades, and much of it is likely to be funded
through publicly funded insurance programs aimed at the elderly.

Not only will the increase in the elderly population and their natural tendency
to use more health care drive up the costs of Medicare in the future, but two addi-
tional factors are likely to further exacerbate these forces. The first is the excessive
price inflation that seems to persist in the health sector of our economy. While med-
ical price increases as reflected in the CPI in comparison to overall growth in the
CPI have moderated recently, the ratio of the Medical CPI to the total CPI has been
larger from the beginning of this decade through the end of 1996 than it has been
over the prior three decades. It is premature to conclude that recent softening in
medical price inflation will persist in the long term. The record from the last 40
years does not support that conclusion. The second factor that will drive up future
health costs is the continued technological development and more intensive treat-
ment of patients. Development of life-extending technologies account for the rapid
increase in the numbers of elderly persons over 85 years of age in recent years. The
numbers of baby boomers who will live to these ages could have a tremendous effect
on health care consumption rates by 2030.

These four factors, the greater consumption of health care by older people, the
aging of the population, the high inflation rates in this segment of the market, and
cost expanding technologies are all compounding factors that will drive up the cost
of Medicare claims even in the face of program reforms. Current projections suggest
that under present law Medicare’s claim on the economy will grow from 2.5 percent
of GDP today to 7.5 percent by 2030. The underlying assumptions in that projection,
however, assume that the added price inflationary pressures and the increased costs
of treatment due to cost expanding technologies will largely be eliminated by the
end of the first decade of the next century, just as the first of the baby boomers
begin to turn age 65. In other words, our current Medicare projections assume we
will have an amelioration in inflationary pressures on this program just as the baby
boomers begin to bring on tremendous levels of new demand.

Yet another problem in dealing with the Medicare dilemma is that policymakers
will find that they cannot get the same leverage from limiting eligibility that they
can get with Social Security. If normal life expectancy at age 65 is 18 years, a two-
year increase in the normal retirement age will reduce Social Security claims by
roughly 2/18ths or 11 percent. In the case of Medicare, raising the age of eligibility
would move some recipients to Medicare disability or Medicaid coverage, and these
tend to be the high-cost cases. For others, it would extend VA or CHAMPUS cov-
erage. Figure 5 shows the aggregate effects on case loads and potential cost reduc-
tions from raising eligibility ages under the program and does not include the extra
potential costs to the government in its own retiree health benefits coverage.

The point of this lengthy discussion is that we cannot consider the rebalancing
of the OASDI program in a vacuum. The potential rededication of 2 percent of GDP
to rebalance OASDI might be tenable if that were the only imbalance that the gov-
ernment were facing. But it is not. There is also a tremendous imbalance in Medi-
care, a program targeted at exactly the same population. For the reasons outlined,
Medicare’s claim on the economy is going to be much harder to reduce or stabilize
than Social Security’s. We have to consider rebalancing Social Security in the larger
context of the total federal government’s claim on the economy and within the con-
text of other entitlements that must be financed out of total government revenues.
It does not make any difference that there is a separate earmarked tax that fi-
nances Social Security. There only seems to be so much the public is willing to give
to the government and there are other things that government has to do with those
limited resources besides financing entitlements.
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FORCES DRIVING TOWARD CONSIDERATION OF NONTRADITIONAL PoLicY OPTIONS

In the Advisory Council’s deliberations, there was virtually no support for a
straightforward increase in the payroll taxes when we discussed that approach to
rebalancing the system. We spent a great deal of time developing an option that
would have reduced benefits to live within current statutory tax rates. When we fin-
ished developing that option, there was virtually no support for it among the Coun-
cil members. The unwillingness to raise taxes or cut benefits in a straightforward
manner drove us all to consider policy options that have not previously been on the
table. But we split into three camps in terms of the particular policy options that
we ended up supporting.

The first camp, comprised of six Council members, advocated several changes, es-
sentially maintaining the current level and structure of benefits. Thus, their pro-
posal was called the Maintenance of Benefits (MB) proposal. They advocated: (1) in-
creasing the number of years of earnings used in determining benefits from 35 to
38, moderately reducing benefits for workers who do not work more than 35 years;
(2) diverting some income tax revenues now going to Medicare to the OASDI funds;
(3) taxing all benefits above workers’; own lifetime nominal payroll tax contribu-
tions—i.e., their own basis in benefits; (4) investing 40 percent of the trust funds
in the private equity markets to get a higher rate of return than that provided by
current investments; and raising the payroll tax rate by 1.6 percentage points in
2045.

The MB option was opposed by the majority of the Council. Even among its advo-
cates, most came to oppose certain of its elements, although they counted the ex-
pected revenues from the whole proposal. Those of us opposed to the MB plan were
particularly concerned about the investment of OASDI assets in private capital and
the increase in the tax rate in 2045. On changing investment policy, we are con-
cerned that the equity accumulation would be so large that investment decisions
would become politically motivated. We are concerned about irresolvable conflicts of
interest as the government would try to reconcile its fiduciary obligations to pro-
gram participants while also regulating companies in the investment portfolio in the
interest of the public’s health and welfare. In addition, we do not believe that the
corporate governance issues can be resolved without government taking an active
role in ownership direction of the assets it owns. On raising the payroll tax, we felt
strongly that it would be unfair to impose taxes on our grandchildren that we are
unwilling to pay ourselves.

The second group on the Council, comprised of two members, advocated that fu-
ture benefits should be reduced to match the 12.4 percent of covered payroll now
dedicated to financing OASDI, but that Social Security benefits should be supple-
mented by a defined contribution plan financed by employee contributions of 1.6
percent of covered payroll. This saving plan, known as the Individual Account (IA)
plan, would work much like a national 401(k) plan administered by Social Security.
Social Security would collect and manage contributions. Workers could designate the
investment of their funds across restricted choices—e.g., a government bond fund,
a corporate bond fund, and limited equity funds—but the government would manage
the money. At retirement, workers would be required to annuitize the assets in
their individual accounts. The combination of the scaled down Social Security bene-
fit plus the IA benefits would roughly replicate current-law benefits.

The remaining five members of the Council, including me, were uncomfortable
with the prospect of Social Security running this large investment scheme—indeed,
managing more money than under the MB proposal. We felt it was important to
prefund more of accruing benefits financed by the payroll tax than under current
law, but thought it unwise to have the government so involved in the investment
of the accumulated assets. We advocated significant reorganization of the current
system. We proposed that the 2.4 percent of covered payroll that now finances dis-
ability and young survivor benefits should continue to be financed through Social
Security as now. Under our proposal, the employers’ portion of the remaining pay-
roll tax, 5 percent of covered payroll, would finance a flat benefit payable to all long-
career workers. The employees’ remaining 5 percent would go into Personal Security
Accounts (PSAs) that they would manage like they manage 401(k) or IRA assets.2
The combination of the scaled down Social Security benefit plus the benefit funded

2For a complete description of this proposal and its financing and benefits implications, see
Sylvester J. Schieber and John B. Shoven, “Social Security Reform Options and Their Implica-
tions for Future Retirees, Federal Fiscal Operations, and National Savings,” a paper prepared
for a public policy forum, “Tax Policy for the 21st Century,” sponsored by the American Council
for Capital Formation, Washington, DC, December 1996. Copies available from the author on
request.
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by thle PSAs would generate higher benefits, on average, than now provided by cur-
rent law.

CRITICISMS OF THE PSA PROPOSAL AND RESPONSES TO THEM

The PSA proposal has been criticized for several reasons but primarily for three
important ones. First, critics argue that the creation of a two-tier system with a de-
fined contribution benefit comprising the second tier would erode the public’s sup-
port for the redistributive aspects of Social Security. Second they argue that the
PSA proposal would expose workers to undue risks in the financial markets. Third,
critics argue that the PSA proposal would create tremendous new federal debt obli-
gations for future taxpayers that do not exist today. Each of these will be addressed
in turn.

The combined tiers under the PSA proposal would continue to deliver redistribu-
tive benefits similar to the current system. According to the projections developed
by the Social Security actuaries for the Advisory Council, the PSA proposal offers
the potential for both low-wage and high-wage workers to become better off under
a proposal of this sort than under the extremely low rates of return provided by the
current system as a result of the funding of benefits that is an important element
of the proposal. The essence of the argument that high-wage workers would oppose
the first-tier of the PSA system is that they would get such a relatively low rate
of return from the first tier compared to the second that they would campaign to
have all their contributions go to their individual accounts. Since the PSA system
would essentially have the same redistributive characteristics as current law, this
opposition would only seem to arise because workers might understand the redis-
tributive characteristics more clearly under the PSA than under current law. But
it is likely that most workers already understand that the system is redistributive,
either on their own or because many commentators and financial planners tell them
about it. Furthermore, if the only way we can get the public to support such a pro-
gram is to confuse them about how it works, the program is not established on a
sustainable basis and will ultimately be challenged anyway. Finally, a number of
other countries, including Canada and the UK have run their social security pro-
grams this way for years and those programs continue to receive widespread public
support.

The second argument concerns the PSA or the IA plan exposing workers to invest-
ment risk. This argument often paints a picture of individual account plans creating
risks for workers where none exists in the current environment. To illustrate that
this is a distorted perspective, consider the hypothetical case of two brothers. The
first held all of his retirement wealth in the form of Social Security promises at the
beginning of 1977—i.e., he had no personal retirement savings or pension rights. He
was not going to be eligible to retire until five years after the implementation of
the 1997 Social Security Amendments—i.e., he was one of the notorious notch ba-
bies. The net effect of the 1977 Amendments was to significantly reduce his retire-
ment wealth. His brother was somewhat younger and managed to hold all of his
retirement wealth as financial assets invested in the stock market. The younger of
the brothers happened to be hiking in the Himalayas through the month of October
1987 and came home to find that his retirement wealth had been significantly re-
duced by the stock market crash that month. In relative terms, the older of the two
brothers suffered a greater loss in his retirement wealth than the younger. Today,
Social Security is significantly underfunded. Either benefits are going to be cut or
taxes raised to finance them. Either cutting benefits or raising taxes poses signifi-
cant risk to program participants. The PSA proposal would diversify workers’ risk
between the financial markets and the political world in which Social Security fi-
n}f;llncing decisions are made. Many policy analysts see such diversification as desir-
able.

The third argument is that the PSA would create tremendous new federal debt
obligations for future taxpayers that do not exist today because of the transition
costs that are part of the proposal. The reason that this argument is given any cre-
dence is because the government does not consistently account for its future obliga-
tions. The formal debt of the federal government is a promise to pay the holders
of that debt the face value of the bonds they hold at a future point in time. Paying
off those bonds will be a burden on future taxpayers. It is carried on the books of
the government. Future entitlement obligations are created by statute and are
promises to pay beneficiaries in accordance with those statutes in the future. Meet-
ing future statutory obligations will be a burden on future taxpayers just as paying
off formal debt will be. But statutory obligations are not carried on the books of the
government. While legislators can reduce statutory benefits and the future tax bur-
dens they portend, there is tremendous reluctance to do so.
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Table 1 shows projected government obligations under the various proposals that
were developed by the Social Security Advisory Council. The one that most signifi-
cantly reduces the long-term governmental obligations of the taxpayers is the PSA
plan. Considering the full projected cost of the transition, including the cost of tran-
sition borrowing, the PSA proposal reduces future taxpayer obligations nearly twice
as much as the IA proposal. It reduces them by more than 20 times the MB propos-
al’s reductions. It is the only proposal that would reduce the claim that OASDI pay-
ments by the government would make on the overall economy.

TABLE 1

PRESENT VALUE OF OASDI’S 75—YEAR OBLIGATIONS UNDER ALTERNATIVE PoLICY
OPTIONS (Dollar amount in billions)

Ovlgations | Change fiom eur- | pereent
Present 1aw ......ccoocoeveeviiieieeeeeeeeeeee $21,345
PSA flat benefit® .......ccocccvvevevninennenenne 14,619 $ 6,726 31.5
PSA flat benefit plus transition tax* 16,487 4,858 22.8
OASDI benefit under IA proposal* . 18,867 2,478 11.6
MB proposal .......ccceeveiriiiiniiiiieieeeee 21,177 228 1.1

Source: Social Security Administration, Office of the Actuary.
*Balances do not include the individual account balances in either the PSA or the IA proposals.

While several members of our Social Security Advisory Council and others have
branded the PSA proposal radical, I suggest that we look at the world around us
to see that such proposals are becoming commonplace. Reforms of this sort are
sweeping across Latin America. Similar reforms have been adopted in a number of
countries in the Australasian sphere of the world. They have been implemented in
the United Kingdom and are being considered across other countries of Europe.
What is radical about the PSA proposal is that it would create an opportunity to
turn our national retirement program into a system that would begin to fund its
benefit promises by adding to the savings base of our economy. We believe it would
also restore confidence in a system that the majority of taxpayers today believe will
not deliver the benefits that are being politically promised.
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Figure 1
Three-Year Averages of Total Federal Receipts as a Percentage of GDP
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Source: Historical Tables: Budget of the United States Government, Fiscal Year 1998, pp. 21-22.

Figure 2

Federal Outlays and Revenues under Present Law!
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Source: Bipartisan Commission on Entitlement and Tax Reform, Interim Report to the President
(Washington, D.C.: U.S. Government Printing Office, 1994), p. 7.

Figure 3

Breakdown in Projected Claim by Social Security, Medicare, and
Other Entitlement Programs as a Percentage of GDP
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Sources: Bipartisan Commission on Entitlement and Tax Reform, Interim Report to the President
(Washington, D.C.: U.S. Government Printing Office, 1994), p. 7 and National Health Accounts,
Health Care Financing Administration; National Income and Product Accounts, U.S. Department of
Commerce; and Social Security Trustees assumptions for the projection period.
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Figure 4

Average Per Capita Health Expenditures by Age Group in the United States
and Portion of the Population Over Age 65 Historically and Projected into the Future
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Sources: Roland D. McDevitt and Sylvester J. Schieber, From Baby Boom to Elder Boom, Providing
Health Care for an Aging Population (Washington, DC: Watson Wyatt Worldwide, 1996); US Bureau
of the Census, Historical Statistics of the United States, Colonial Times to 1970, Bicentennial
Edition, Part 1 (Washington, DC, 1975), pp. 8-10; and 1995 Annual Report of the Board of Trustees
of the Federal Old-Age and Survivors Insurance and Disability Insurance Trust Funds, p. 147.

Figure 5

Medicare’s Aged Case Load and Cost Reductions with Alternative Eligibility Ages

[Case reduction M Cost reduction l
Reduction

68 68
Age of eligibility

Source: Watson Wyatt Worldwide’s Health Policy Simulation Model as described in Roland D.
McDevitt and Sylvester J. Schieber, From Baby Boom to Elder Boom, Providing Health Care for an
Aging Population (Washington, DC: Watson Wyatt Worldwide, 1996).

Chairman BUNNING. I thank the panel for their testimony. I
would imagine, through questioning, more details will be revealed.
I want to start with Mr. Ball. Mr. Ball, your plan restores solvency
only if it assumes that 40 percent of the trust funds are invested
in the stock market. Yet you did not include this feature in your
final plan, only offering it as a recommendation. What do you rec-
ommend to close the gap if this approach is not pursued?

Mr. BALL. If it is decided after consideration and study that the
Administration and the Congress do not want to invest central So-
cial Security funds in stocks, then there are several alternatives.
We would be dealing with a remaining deficit of 0.80 percent of
payroll. The first possibility I mentioned in my opening remarks,
is that I think it is somewhat likely that there is going to be some
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redefinitions of the CPI which would mean a slowdown in the cost-
of-living adjustment, COLA, and to some extent reduce that 0.80
percent. I am not advocating this. I just think it is likely to happen.
Beyond that, I would propose that there be a modest increase in
the maximum tax and earnings base of say $10,000. Counting the
fact that those who pay more will get additional benefits, this
change would reduce the deficit 0.20 percent of payroll.

Beyond that, I believe that probably the best thing to do would
be a modest increase in the contribution rate. The other two plans
in the council report have major increases in the payroll tax. The
backers of the IA plan do not want to call it a tax, but it is a con-
siderable increase in deductions from workers’ earnings, which has
many of the characteristics of a tax.

In our plan, we do not propose any significant increase for the
next 50 years in the tax rate, even as an alternative, but under the
circumstances that you propound, I would think perhaps a com-
bined tax rate of about 0.40, that is 0.20 on each, starting in 1998,
when most other changes would be scheduled to go into effect
would reduce the balance another 0.38 percent of payroll and with
modest CPI changes bring the system fully into balance without in-
vestment in the stock market. I think investment in the stock mar-
ket is a very good idea, but I recognize that it is controversial
enough that it might not get adopted. In any event, it is not the
only way to bring about long-term balance.

You do not have to go to individual accounts. You do not have
to change the whole system, as the PSA plan would do, in order
to bring the system into balance. It can be done by quite traditional
means if central investment in stocks is not accepted.

Chairman BUNNING. I just have one followup question. Regard-
ing the recommendation to study the investing of 40 percent of the
trust funds, did you determine how the stock market would be af-
fected by such a large influx of dollars?

Mr. BALL. There was no detailed study of that. However, al-
though the proposal would invest a large proportion of Social Secu-
rity funds and even a large proportion of all government funds, it
is not a large part of our $7.5 trillion economy. The amount that
would be going into the stock market probably would not exceed
about 5 percent of the value of the stock market and the total
would be reached gradually over the next 15 years and from then
on new investment in stocks would be a declining portion of the
value of all stocks. It does not appear that it would have any very
significant effect. I am not personally really expert on the perform-
ance of the stock market, if anybody is, but

Chairman BUNNING. We found out Dr. Greenspan is. [Laughter.]

Mr. BALL [continuing]. Dr. Greenspan certainly has more creden-
tials than I do in that area, but we have a member of our group
who you may want to consult with at sometime in the course of
these hearings Thomas Jones, who is the president of the Teachers
Insurance Annuity Association-College Retirement Equity Fund,
TIAA-CREF, which is the largest private pension and group insur-
ance plan in the country, is very experienced in this matter. That
is what he does everyday.

Chairman BUNNING. I have a question for Dr. Gramlich. If
FERS, the Federal Employment Retirement System, is your model
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for an individual account, what would prevent the Government
from attempting to influence the operation of any company’s assets
that they might own?

Mr. GRAMLICH. Well, there would be several checks. First, the in-
dividuals would be given a choice of five to ten funds, and so no
one fund would have a monopoly, and no one fund would be that
large. My funds would be significantly smaller than the amount of
stock market investment envisioned under the study part of the
maintain benefits plan. And second, I have not heard any reports
that the Federal thrift plan is abused in any way. In fact, you bare-
ly read about it, and so I think that setting up accounts—these
would be nonbudget accounts, be alongside the budget—and I think
setting it up in that way it would be like standard 401(k) plans,
and I do not see any likelihood that that would be at all abused.

Chairman BUNNING. Well, under our 401(k) plans, the invest-
ments are not in individual stocks, they are in averages like the
Standard & Poor’s 500.

Mr. GRAMLICH. That is right. Yes.

Chairman BUNNING. And, therefore, we do not own the stocks as
such, but we own the average, and therefore we would not be able
to control any of the amounts.

Mr. GRAMLICH. That is right. And the individual accounts work
the same way. These would be average funds, index funds.

Chairman BUNNING. You would buy the average in other words?

Mr. GRAMLICH. Buy the average.

Chairman BUNNING. Instead of buying General Motors?

Mr. GRAMLICH. That is right.

Chairman BUNNING. Or Ford?

Mr. GRAMLICH. That is right.

Chairman BUNNING. Or Chrysler?

Mr. GrRaMLICH. That is right.

Chairman BUNNING. Or something like that?

Mr. GRaAMLICH. That is right.

Chairman BUNNING. Question for Dr. Schieber. In your testi-
mony you emphasized the importance of balancing Social Security
in the larger content of Federal fiscal operation, making a number
of compelling arguments. Would you please summarize your views
in this area for us?

Mr. ScHIEBER. Well, first of all, if you go back and look at the
work that the Entitlement Commission did a couple of years ago,
it suggested that the amount of revenues that the Government has
been willing or able to collect from the taxpayers over the last 40—
45 years has been relatively constant between 17.5 and 19 percent
of gross domestic product, and they said if that is the amount that
we can collect, then what are the issues that we are going to be
facing as the population ages and we kind of naturally mature our
entitlement programs? And they concluded that by 2030 that the
entitlement programs related to the elderly themselves would claim
the full allocation that taxpayers have been giving to the Federal
Government historically.

And so they said that something has to give. And when you look
at Social Security in the context of the entitlement programs, So-
cial Security and Medicare make up about three-fourths of them
today. The largest growth in these in the projected future is going
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to come in the medical area. One of the problems that we have in
dealing with the medical area is that there are a number of factors
that are going to make reductions there more intractable than in
the cash benefit programs. Older people use more health care than
younger people, and we are an aging society. We are aging at the
very oldest ages more rapidly than anywhere else.

We do not have the same kind of leverage that we do with Medi-
care in terms of increasing the entitlement age. If we raise the eli-
gibility age in Social Security, say 2 years, and life expectancy is
18 years at age 65, you reduce the total benefits that you pay to
a single person by 2/18ths, about 11 percent. In Medicare it does
not work that way. Older people use more health care than young-
er people, and even the sickest of the younger elderly would prob-
ably still end up getting disability benefits. So it is going to be very
hard to constrain that. Social Security, as it is currently configured,
is expected to expand its claim on GDP, our total output, from
around 4.8 percent today to about 6.8 percent by 2030.

So if you have got these other entitlements growing, and we have
got this kind of overall limit, we are going to have to constrain
something somewhere, and we tried to come up with a proposal in
this larger context that would do that, that would give people fi-
nancial assets so they would have other claims outside the Govern-
ment to meet their retirement needs, and I think that drove our
thinking very strongly.

Chairman BUNNING. I want to ask all of you one question. If you
were a benevolent dictator, as was the case when they changed the
retirement system in one Latin American country, at what point in
time do you think that we can act prudently? What year? 2000?
2010? Or somewhere between 1997 and 2012 when we start dip-
ping into the trust funds. When should we take some action to en-
sure Social Security remains solvent for the next 75 years? I would
ask all three of you.

Mr. SCHIEBER. I would be happy to start with that. The former
Chairman of this Subcommittee, Congressman Pickle, put in a pro-
posal shortly before he retired that would have reduced benefits as
the way to fix it. The benefit reductions that we would be facing
if we were going to make them today would be around 20 to 25 per-
cent of current promised benefits. If you were to make a benefit re-
duction say of 25 percent to fix the program, and you were to im-
plement it with a 10-year lead time so it would affect, say, people
that were 55 years of age and younger, for a person who was 55
years old, if they wanted to save on their own to make up for that
benefit reduction, would have to save about 10 percent of their
earnings each of their last 10 years that they worked.

If you could give that worker a 20-year lead, it would be about
4.5 percent. If you could give the worker a 30-year lead, it would
be a little under 3 percent. The longer lead time you can give peo-
ple in terms of forming their expectations for what they are going
to get from this program so they can develop the rest of their re-
tirement program on a rational basis, the fairer you are going to
be with the American people. So I think the window is fairly short.
I think the sooner you can go through the deliberative process, and
you should definitely go through a deliberative process, you should
not rush to judgment, but I think you should make a judgment and
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you should move with due dispatch because I think otherwise you
are putting people, your constituents, in tremendous jeopardy.

Mr. GRAMLICH. I think we are all going to give the same answer
to this question.

Chairman BUNNING. OK.

Mr. GRAMLICH. One date that could be kept in mind is that the
baby boomers first become eligible for Social Security early bene-
fits, in the year 2008. As Dr. Schieber said, you do have to give
people advance warning in advance of that. So really I think the
best time to make changes is in this Congress far and away.

Chairman BUNNING. Mr. Ball.

Mr. BALL. As I suggested earlier, I would move as promptly as
you possibly could, meaning in this Congress, for solutions to about
two-thirds of the problem. I am not saying that it is easy to do all
the traditional things we propose—to extend coverage to the re-
maining State and local employees for example. Some States are
going to object to that. Some employees are going to object. It is
not easy to tax more of the Social Security benefit, which is part
of this traditional solution. That was an issue in the 1994 election
for example.

But these proposals are fair. It is actually desirable from an eq-
uity standpoint because that is the way other pensions that are de-
fined benefit plans and contributory are taxed. Why should not So-
cial Security benefits be taxed the same way? If you are going to
change the COLA to a more accurate measure, if that is what hap-
pens, you would want to do it as soon as possible. Now in things
like that—and we have a the list of five points—there is no reason
to delay. They are understood. They have been talked about for a
long time. Where a delay is justified—and I do not mean a long
delay but where at least 2 or 3 years of discussion is justified—are
these new ideas. Certainly if consideration is going to be given to
individual accounts, that is a brand new blockbuster of an idea for
Social Security. I am opposed to it, but it certainly should not move
from anybody’s point of view without a lot of consideration.

And I think that there is enough difference between the tradition
in Social Security and investing some of the central fund in the
stock market—even though it is indexed and even though it is pas-
sively managed—that I would not urge it right away. But I would
not think you would need more than say 3 years to evaluate that
kind of an approach. So we are all in agreement on very early ac-
tion. I guess I am the only one that divides it into two parts and
urges you to act very quickly on the traditional changes that have
already been studied.

Chairman BUNNING. Thank you. Mrs. Kennelly.

Mrs. KENNELLY. Thank you, Mr. Chairman. In my readings
about your plans and the various comments that have been in
many of the periodicals and newspapers, there seems to be a sug-
gestion that by taking funds out of the Social Security trust funds
and putting them into individual accounts or personal security ac-
counts, you increase national savings, and, Mr. Gramlich, I heard
you say that you had to have national savings. I am sure Mr.
Schieber agrees. Could you further elaborate how, in fact, your
plans with these new ideas do increase national savings because
we cannot do it unless we increase national savings.
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Mr. GRAMLICH. Yes. Well, let me start on this. My individual ac-
counts would be on top of Social Security, and you can probably di-
vide the world out there into those workers who have defined con-
tribution pension accounts on top of Social Security and those who
do not. Roughly half of the work force do not have any pension sav-
ing on top of Social Security, and so if you mandate some saving
on top of Social Security, then surely saving has to go up for that
part of the work force.

Those who already have pensions on top of Social Security may
to some degree reduce their pensions or have their employers re-
duce them. That does not bother me so much because they already
have pension saving on top of Social Security. I am interested both
in increasing national saving and in having it to some degree tar-
geted to the people who are now not saving on top of Social Secu-
rity, and I think my approach does that.

Mr. SCHIEBER. In the case of the personal security account plan,
over a fairly lengthy period of time, we would be moving from a
system that is currently almost totally unfunded. Today we have
a little over a half trillion dollars in the trust funds, and that
seems like a lot of money, but if we were to shut off the flow of
revenues to the system, it would only last for about 18 months. So
it is not very significantly funded. By the end of this fairly lengthy
transition, more than half of the benefits in our system would be
funded. The way we accomplish it in the short term is through a
transition tax, and we are quite explicit about that. We called it a
tax. We could reconfigure it so it would not be called a tax, but
when you legislate that somebody should put some extra money in
the bucket, we said let us be honest, let us not kid around, let us
call it tax.

So we called it a tax. It is through that mechanism early on that
you create additional saving. Over time, though, the system would
become very significantly funded. By the end of the transition,
more than 50 percent of all benefits would have financial assets
laying behind them.

Mrs. KENNELLY. Thank you, doctor.

Mr. Ball.

Mr. BALL. Mrs. Kennelly, I am very glad you asked this question
because I think there has been confusion about our plan and the
savings issue. The maintain benefit plan over time, if you take say
the year 2030, has savings that are the equivalent of about two-
thirds of the savings that are claimed without any offsets for the
IA plan. It is about half of what is claimed for the PSA plan but
without any offsets, and, as Dr. Gramlich said, there is very good
reason to think there would be some offsets. So on the savings ef-
fects, these plans are closer together than that seems.

But all savings that we need in the economy do not have to come
from this change in Social Security. It is very important to do, and
it is good to have Social Security changes make a contribution, but
it is not the whole story. I am concerned about this proposal to de-
duct another 1.6 percent from workers’ earnings for the sole pur-
pose of retirement. Professor Gramlich is saying that he wants to
focus on the people who are not now saving. The problem with that
is I do not think you are doing relatively low-income workers any
favors to make them save more, particularly for the single purpose
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of retirement. Many of those workers live payday to payday. Many
of them need all their income for food, clothing, and shelter. Almost
all need income for partial protection, at least, and maybe total
protection against the cost of health care.

You really make it harder to solve the Medicare problem, which
is a much more difficult problem than the Social Security problem,
if you preempt deductions from workers’ earnings or payroll taxes
for this one purpose of retirement. So as good as savings are, not
every way of accomplishing savings is desirable. These other two
plans get their savings almost entirely on the basis of increased
taxes. We can do the same. You can add an increased tax to the
maintain benefit plan and it results in savings the same way.

MI‘S.HKENNELLY. You have got the other gentleman’s attention,
Mr. Ball.

Mr. GRAMLICH. Yes, he did indeed get my attention. If I could
come back on that, I said in my testimony, and I will repeat here,
that my plan was the only one of the three plans that did not wors-
en the finances of the Health Insurance Trust Fund. I mean that
seriously. Both of the other plans have an implicit tax increase that
they are not telling you about, in that, the Health Insurance Trust
Fund is on pretty shaky grounds, as you know, and they are divert-
ing revenue one way or another from that Health Insurance Trust
Fund so they are going to have to make it up in taxes, and so there
are a lot of things that are going up and down in these plans.

But I do think that my esteemed colleague, Mr. Ball, has mis-
stated the issue on health insurance because it is his plan that is
actually diverting revenues from the Health Insurance Trust Fund,
not mine.

Mrs. KENNELLY. And that is where you take the funds that are
taxed from Social Security and take them out of the Medicare
Té'ust?Fund and put them back? That is what you are talking
about?

Mr. BALL. Yes, Mrs. Kennelly.

Mrs. KENNELLY. And that is a concern of mine.

Mr. BALL. Let me tell you what the proposal is. The proposal is
really to correct an anomaly that crept into the system, not by the
rules of the House but by the rules of the Senate. In the 1993
amendments, when taxation of Social Security benefits was ex-
tended—under they call it the Byrd rule in the Senate—you could
not put that extra tax money, in OASDI. The Senate was barred
from adding income to OASDI or taking away from OASDI except
by a supermajority of 60 votes. So they parked the income in the
Medicare Program, taxes on Social Security benefits in the Medi-
care Program.

We are not proposing that it be taken away now. We are propos-
ing only that when Medicare is refinanced, as it must be, between
the years 2010 and 2020, that it would be desirable, since the fi-
nancing is being changed anyway to take into account that Medi-
care is now getting money that really should be in the OASDI sys-
tem. At that time I would transfer future payments to OASDI
where they belong.

Mrs. KENNELLY. I am going to end this debate because I just
have time for a few more questions, but I do want to say my mem-
ory, and I voted on that, was, in fact, that every few years because
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of the trustees’ report, we have to do something to keep Medicare
solvent.

Chairman BUNNING. Yes.

Mrs. KENNELLY. And one of the ways we did it was to take those
dollars and put them in the Medicare Trust Fund, and every time
I have a townhall meeting, to this I get brought to task for having
done it. I can say honestly I did it to keep the Medicare Trust Fund
solvent, and I think it is 14 percent of the change. If we took that
money back to the Social Security system, it would be 14 percent
of the changes needed to achieve solvency. So I do not know, Mr.
Ball, if you are going to get it back, but I think we would have to
think about it long and hard. But before I finish because all these
gentlemen are waiting to ask questions, I am concerned about the
situation of widows and divorcees in these plans.

Social Security was there for widows and children, and I under-
stand the huge amounts of women now working. However, when 1
look at the plans, and particularly when I look at the flat benefit
that Mr. Schieber gives, I figure that a divorcee might end up with
$205 a month under your plan, and that certainly disturbs me. I
am also worried that some years ago we passed legislation, and in
the legislation we made it mandatory that before a man could take
it just for himself, he had to have his wife’s consent. We do not see
any of that there. I wish you would address that. In fact, women
work a shorter amount of time, coming in and out of the workforce
to have children, and end up with lower benefits. How, do you pro-
tect women in these new plans from, in fact, having a very, very
small benefit?

Mr. ScHIEBER. Well, first of all, if you look at the labor force par-
ticipation rates of women today and compare them to the labor
force participation rates of retired women today, they are very sig-
nificantly different. For the most part, if you look at the retired
women today and you consider their daughters at similar points in
their age spectrum, the women today’s labor force participation
rates tend to be about 35 percent higher, 30 to 35 percent higher
than the mothers’ labor force participation rates were when they
were a similar age.

So the spousal benefit that was implemented in the 1939 amend-
ments and has been provided by Social Security throughout the
years was a very different benefit when it was initially imple-
mented than it is today. Now, to the extent that women are work-
ing, women would accumulate their own entitlement rights, and in
many regards our plan is more fair than the current plan.

Mrs. KENNELLY. Then would they then get their own account?

Mr. ScHIEBER. They would get their own benefit. Now if equal
sharing of earnings during a period that people are married, if that
is a concern of yours, it would actually be more easily achievable
under our plan than it is under current law because if you wanted
to actually split in any year a couple were married, if you wanted
to split their total earnings, their total contributions to their com-
bined PSAs, you could split it at the end of each year, and you
could say that this was something that was not subject to negotia-
tion at divorce. If earning sharing is a true concern, there would
be a legislative way to deal with that that I think would be much
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easier than what you’ve got today. So we are not totally oblivious
to the needs of women.

Mrs. KENNELLY. And I also want to put on the record that I don’t
know where you got the fact that all of a sudden instead of a wife
having 50 percent of the benefit, she only needs 35 percent of the
benefit. I am concerned. I am glad I asked some of these questions
because when we began this hearing, everything was sweetness
and light, and I think this has brought out that there is going to
be some serious debate, and so we are going to have to sharpen the
pencils pretty well before we get to the point where we can agree
on a lot because there is a lot in this. Thank you, Mr. Chairman.

Chairman BUNNING. Mr. Johnson will inquire.

Mr. JOHNSON. Thank you, Mr. Chairman. Mr. Ball, you men-
tioned in your testimony that you were trying to protect Social Se-
curity and use traditional methods, and you used that word several
times. I wonder if you pursued all the avenues that were available
and, one, why you did not want to raise the retirement age in your
idea?

Mr. BALL. When I replied to the question about what would we
do if it was not possible to invest in the stock market, if people
ruled that out, I should have added that one possibility would be
to reduce benefits by the device of raising the age at which people
get full benefits beyond the 67 that is in present law. I would do
that with great—I would agree to that with great reluctance. I
think the problem is that it is another way of cutting benefits, but
the incidence of cutting benefits falls on the people who have the
hardest time staying in the work force. That is people who are de-
pendent upon their own hand labor. It is people who are handi-
capped but not to the degree where they can get a total disability
benefit. The proposal runs, too, against what has been happening.
I would favor raising the retirement age on a demonstration that
people were actually working longer, and that private industry was
giving them jobs, and that private pensions were also raising the
age of normal retirement.

Going to age 67 has been in the Social Security law now for 14
years. We are going to gradually start, beginning in 2000, raising
age 65 to 67. But there has been no response to try to deal with
this fact. Quite the contrary. The age at which people actually are
retiring continues to go down, and here we already have a policy
in Social Security which says, well, we are going to go in the oppo-
site direction. I think Social Security policy and actual retirement
ought to go together. We have a natural experiment here. We have
67 in the present law. Let us try it. Let us see what happens under
present law, and if it works well, if there really are jobs there for
older people, surely, later on we can go to 68. You do not have to
do it now.

Mr. JOHNSON. OK. You know you talk about putting Social Secu-
rity back in the form, I guess, that it originally was in. That was
one of your reasons for taking Medicare contributions back from
where they were, but were not disability payments also not part of
Social Security originally, and did you propose to take them back
as well?
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Mr. BALL. Mr. Johnson, if I gave the impression that I want to
take Social Security back to the way it used to be, that was a
wrong impression. I did not mean to give that impression.

Mr. JounsoN. OK. Well, that is kind of the impression I got. I
am sorry.

Mr. BALL. I think Social Security has been greatly improved and
properly so. It pays higher benefits. It pays total disability benefits.
It protects against increases in the cost of living. It has done much
better by women than it used to. I think it is a greatly improved
system, and we need to maintain it with all its improvements.

Mr. JOHNSON. Yes. For all of you, do you think you really consid-
ered all the options? I know you discussed it at length among your-
selves in your various groups and came up with these proposals,
but do you feel like you overlooked any solution, or do you think
there was maybe something that you all failed to talk about that
has come up since? Whoever wants to go first.

Mr. GRAMLICH. We spent 2% years on this and there has been
a huge amount of debate. I personally have not seen any idea since
we made our report that I was not aware of before we made the
report.

Mr. ScHIEBER. Right. Or that we discussed. We kicked most of
the rocks.

Mr. JOHNSON. Did you? And you did not find any snakes?

Mr. ScHIEBER. We broke our toe a time or two. There were
snakes.

Mr. BaLL. I think, Mr. Johnson, this does give me an oppor-
tunity, though, to say that even though we may have considered all
individual proposals, I do not think we came up with the three best
plans. I think the two plans that set up individual accounts have
so many disadvantages to them, I would not consider them a sec-
ond, third, or fourth choice. Our group of six people are completely
opposed to the idea of reducing the basic central Social Security
system and then trying to make up for the reductions with individ-
ual accounts which may come out the same on average but only on
average. Many will lose.

Mr. SCHIEBER. But the majority did support individual accounts,
and the fact of the matter was in the final analysis the group of
six who are dedicated to the current system could not even agree
on their proposal.

Mr. JOHNSON. Thank you, Dr. Schieber. Thank you, all.

Chairman BUNNING. Thank you. Mr. Collins, we will give you 5
minutes, and then we will recess and go vote.

Mr. CoLLINs. I will yield my 5 minutes.

Chairman BUNNING. You will yield. Mr. Jefferson.

Mr. JEFFERSON. As I think about these three reports, I want to
ask you this. When you started out this work at some point, as you
were undertaking it, did you agree on the goals that you were seek-
ing to attain as a result of your work? Was there agreement on just
fundamental goals that you were seeking to accomplish?

Mr. GramLICH. I will speak for myself. I think there is broad
agreement on the fundamental goals. I think that all of the plans
attempt to provide a social safety net of some sort. It is different
in the different plans, but there is broad agreement that that is a
goal. We certainly agreed that we should make the system finan-
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cially sound over the very long run, and by very long run, we mean
very long run, and so there was certainly agreement on that. There
was less agreement on the goal of raising overall national saving
for retirement. There was some disagreement on how important it
is to do that within the context of Social Security, and so there
might be some disagreement there, but I think that there was
broad agreement on goals, speaking for myself.

Mr. SCHIEBER. And I agree.

Mr. BaLL. I find that generalization hard to agree to. It seems
to me these individual accounts have in mind other goals than the
traditional Social Security ones. They are perfectly legitimate goals
for people to have, but they are different. One new goal is individ-
ual control over part of the individual’s own savings. That is a new
goal within Social Security as against——

Mr. JEFFERSON. Everybody agrees, though, on this idea of sol-
vency of the system. I mean that is obviously what—but the em-
phasis on security plays in different places. Mr. Ball, in your pro-
posal, the security interest looks like security with respect to the
benefits, and in the other plans, the benefits get dealt with tam-
pered with, reduced, and the emphasis is on the security of having
a safety net, something there to fall back on but not necessarily se-
curity of the standard benefits. And I guess as we go through this,
we have got to figure in which of these directions really we are
going to go. Let me ask you about the—Dr. Schieber, I believe—
let me see if I can understand this. It is correct to say that between
1998 and 2029 that the Federal spending under the PSA plan
would rise by over $7 trillion? Is that correct?

Mr. SCHIEBER. I find it unlikely, but I cannot respond to that
precisely.

Mr. JEFFERSON. What is your figure? Do you have one?

Mr. ScHIEBER. The present value of the transition cost is in the
table, Table 1. It is stated in total dollars—I do not even have a
copy of my own full testimony with me—you show the cost of bene-
fits that are provided under OASDI through the PSA plan relative
to current law, and then there is a second line in there that in-
cludes the present value of the full 75-year transition cost. It re-
duces the cost to the taxpayers over the lifetime of the program.

Mr. JEFFERSON. What it seems to show here is that there is
going to be an increase in the national debt if your program is
adopted as it is presently presented?

Mr. ScHIEBER. We were very explicit. We laid that out in detail
in the report. In present value terms, the amount of the added
debt, formal debt, would accumulate to I think it is around $1.2
trillion. In 1996 dollars, it would accumulate around 2030 to about
$2.4 trillion.

Mr. JEFFERSON. Well, if we do this, are we not going to erode any
idea of increased national savings when we increase the debt that
people have to pay to fund it?

Mr. ScHIEBER. The amount of saving that goes on in the PSAs
themselves is significantly more than the added temporary Federal
debt, and that temporary Federal debt is ultimately paid off by the
explicit transition tax that we included in the proposal. In net over
time, we reduced the cost to the taxpayer of the overall system sig-
nificantly.
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Chairman BUNNING. We are going to have to recess, if you will
be patient again.

Mr. SCHIEBER. Absolutely.

Chairman BUNNING. We will come back.

Mr. SCHIEBER. An important issue.

[Recess.]

Chairman BUNNING. The Subcommittee will come to order, and
Mr. Neal will be questioning.

Mr. NEAL. Dr. Schieber, let me pick up on a question that Mrs.
Kennelly asked before when we were talking about the safety net.
If the debate is to lose its focus on Social Security being a safety
net initiative, how can we conceivably take the risk of that widow
who is living on the $7,000 or $8,000 a year by tying some of the
moneys into the stock market? We do forget there are people out
there who live solely on Social Security.

Mr. ScHIEBER. Well, if you look at a pay-as-you-go Social Secu-
rity system of the sort that we have, the rates of return that people
can get on their contributions over their lifetime when you have got
a stable population is essentially the rate of growth in wages. Rate
of growth in wages in our economy over the last 15 years has been
something less than 1 percent real per year, 1 percent over infla-
tion. The projections going forward we are expecting that it would
only be around 1 percent. If you begin to fund some benefits, and
this is one of the reasons why many of us think that we ought to
try and figure out how to fund some of the benefits, you get a high-
er rate of return on the assets that you put away, and this is some-
thing that actuaries have learned and economists for years and
years, that a funded pension plan, a funded retirement program,
can throw off a higher level of benefits at a given cost than a sys-
tem that is not funded.

And one of the things that we believe that would happen is that
if you began to fund some of these benefits is that people over time
would actually earn higher benefit levels than they do under cur-
rent law, and the flat benefit in combination with the individual
savings we think would have a more beneficial effect on lower wage
workers than it would on higher wage workers, and this is all
spelled out in the report.

So part of the goal here is trying to figure out how to fund these
benefits, and as we began to make the commitment to fund, a num-
ber of us were very concerned about funding them in the fashion
that the maintenance of benefits proposal suggested because the
Government would become the largest single stockholder in the
U.S., become the largest holder of equity capital, and we thought
that would raise a number of problems. It would raise problems of
potential political decisionmaking in terms of making investments.
It would raise conflict of interest questions. The Government would
have fiduciary responsibilities on the one hand. It would have regu-
latory responsibilities on the other, and in some cases those would
conflict.

There are governance issues that are raised, and so we came to
the conclusion that if you were going to try and fund a significant
portion of benefit to get the economic benefits that derive from
that, that you would be driven toward individual accounts. Now,
five out of seven of us oppose the approach that Dr. Gramlich has
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proposed because the Government would be a larger manager of in-
vestment assets under that proposal than under the maintenance
of benefits proposal, and so we were driven more purely to individ-
ual accounts.

So I think it is the funding that really drove us in the direction
we went, and the goal was to provide larger benefits, not lesser
benefits. Now there are risk issues, but there are risk issues all
around, and I think we have to try and figure out how to continue
to put the netting in the safety net, but we need to do it in a viable
way where we can accomplish what we are trying to accomplish,
and some of us do not believe that the current system can do that.

Mr. NEAL. Mr. Ball, you said something I thought was very inter-
esting as it relates to low-income people and how to raise their rate
of savings. You took a contrary position. You did not think that
that was important to increase or encourage perhaps the working
poor and others to increase their savings. Let me just build upon
that for a second. I think that one of the things that is lost in this
abstract argument over the CPI is that when you cut back 1 per-
cent for the working poor or for senior widows, it is a pretty signifi-
cant piece of change for them.

Mr. BALL. Yes.

Mr. NEAL. But I was curious about your position on savings for
low-income Americans.

Mr. BALL. Mr. Neal, I certainly agree that it is very important
to increase the U.S. savings rate, but I do not think you are doing
low-paid workers any favors by forcing them to save more, particu-
larly for the one purpose of retirement. Health insurance is one of
the biggest needs of middle and lower income families, and to take
1.6 percent, as the IA plan does, in further deduction from wages
entirely for retirement benefits seems to me, a mistake. If we are
going to increase savings, which I think we should, I would not
pick out low-income people to do the saving.

Now, if I might enlarge on that just a bit, I would like to say
something about “averages” in all this discussion we have been
having. Professor Gramlich in presenting his plan made the point
that when you combined the basic Social Security system, as he
would modify it, plus what workers get from the individual ac-
counts, the two together on average would be roughly the same as
what people get under the present system or what they would get
under the maintenance of benefit plan.

That is true, but averages are a real problem if we are talking
about the basic system. There will be a lot of people, by definition,
who will be below average. So I have concern about the adequacy
of the IA plan from the standpoint of their stated objective.

I would also like to criticize my friend’s use of “adjectives” a little
bit. He speaks of the kinds of cuts he would have in his plan as
“mild,” “as relatively small, particularly for low-income workers.”
But the truth is when you put together not just change in the bene-
fit formulas, but everything he does to benefits, the average benefit
is reduced 30 percent, and even the benefit for low-wage earners
is reduced 22 percent. That does not seem small to me.

Mr. NEAL. I think Mr. Gramlich would like to comment that al-
right, Mr. Chairman?

Chairman BUNNING. You will get another turn, Mr. Neal.
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Mr. NEAL. OK.

Chairman BUNNING. Mr. Hulshof will inquire.

Mr. HULSHOF. Thank you, Mr. Chairman. Good afternoon, gentle-
men. Just a couple of quick background comments. I am obviously
a newly elected member. I also ran in 1994, and coming through
this past campaign season was just a lot different because of the
misinformation about certain issues and trying to defend and talk
about and educate on those issues. I appreciate the Chairman con-
vening these hearings. As we begin this dialog, I quite frankly
think that we should go outside these doors and continue to have
this public discourse because I think we need to bring the Amer-
ican people in and allow them to weigh in on the various options
that you have been talking about.

Now, I understand that the council actually convened a couple of
technical panels to support you in your efforts, and I think one was
on assumptions and methods. Is that right?

Mr. ScHIEBER. Correct.

Mr. HULSHOF. It is my understanding also that one of the conclu-
sions was that the intermediate projections of the Social Security
trustees provided, a reasonable evaluation of the financial status,
and Dr. Gramlich, you are nodding in assent, and I would assume
if there was any objection that you would tell me. I think part of
the problem is it is very confusing when we bring the public in to
begin to discuss these issues because there are so many things. You
can pick up a newspaper everyday, and you have different esti-
mates when Social Security will go bust. Some say, as early as,
shortly after the year 2000. Some say it is at 2050, and there is
this wide disparity and misinformation or perhaps correct informa-
tion, but it is just not being communicated effectively. Can you give
us any guidance as we begin this public discourse across the coun-
try as to how we can better present these proposals?

Mr. ScHIEBER. Well, it is difficult because all of the estimates for
Social Security hinge on 75-year forecasts, and these are forecasts
of the real wage growth, of fertility rates, of mortality rates for 75
years ahead. If you want to put it in context, it is as if we were
sitting here in the Harding administration forecasting now and
look at all that has happened since then that could not reasonably
have been forecasted.

So the fact that in making 75-year forecasts, the numbers differ
does not mean that anybody is giving misinformation or anything
like that. It just means that there is real live uncertainty in these
forecasts. The best guess of when the combined retirement and dis-
ability trust fund exhausts its assets—it does not mean it dis-
appears, but it exhausts its assets—is 2030. That is the best guess.
Then there is a range of uncertainty around that, and so I do not
actually know what the precise numbers are. The most optimistic
for the trust fund is that it would never exhaust its asset, and the
least optimistic is that it would exhaust its assets somewhat before
2030. That is not misinformation. That is true information about
the likely uncertainty we are likely to have with Social Security.

Mr. HULSHOF. Let me give a quick background for this question.
Colleagues on the other side of the aisle, the blue dogs, have put
together a coalition budget, and there has been some discussion by
the press and even here in the halls of Congress, beginning to dis-
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cuss the merits of various budget proposals. It is my understand-
ing, if you know the answer to this, regarding COLAs, cost-of-living
adjustments, that the coalition budget being offered by the blue dog
coalition has a fixed COLA, and there is also some discussion about
changing the consumer price index, the CPI. Did that come into
your deliberations as well? Would any of you like to take that ques-
tion, please?

Mr. GRAMLICH. Yes. We talked about that quite extensively. One
is a political point that I believe we all agree on that if you put
the inflation adjustment of Social Security in the domain of politics
there are serious dangers. I think the wording in our report was
that we would like to follow the Bureau of Labor Statistics, BLS,
which does the consumer price index. We would like to follow that
wherever it goes. There are grounds for thinking that the consumer
price index is biased on the upward side, and there are things that
BLS can do to change their procedures to go to a more current esti-
mate of consumer market baskets and things like that would lower
the rate of inflation, and we would all favor that.

But I will speak for myself at this point. I have serious mis-
givings about a separate Commission that is independent of the
BLS and rules on how much the inflation adjustment would be. Let
me make one other point about this whole thing, and that is that
a key variable in forecasting the long-run finances of Social Secu-
rity is the rate of real wage growth. That is wages deducting infla-
tion. And if there is adjustment in the inflation indexation, what-
ever sort, in effect, what is being assumed is that there is going
to be higher real wage growth for the whole 75 year period. It
struck a lot of us on the Council that that would be a very risky
assumption to make, that real wage growth has been down for a
long time now, and a lot of that does not hinge on the measure-
ment of inflation by the BLS, and so I think that there may be
some way that there could be a downward adjustment in inflation.
But I think this notion of a separate commission is very dangerous,
and I would much rather have it come from the BLS.

Chairman BUNNING. The gentleman’s time has expired. I have a
question for Dr. Gramlich and Mr. Ball. Your plans call for taxing
Social Security benefits the same way private pensions are taxed.

Mr. GRAMLICH. Defined benefit pensions.

Chairman BUNNING. Example. As they receive over what they
have paid in.

Mr. GRAMLICH. Right.

Chairman BUNNING. Is this feasible in the Social Security pro-
gram where someone can receive benefits on his own record as a
retired or disabled worker but could also be eligible for benefits as
a survivor or dependent on another’s account? Did you ask SSA if
they could do this type of bookkeeping?

Mr. BALL. It used to be thought that Social Security back 10-15
years ago was not in a position to carry out these individual cal-
culations. I do not believe that is any longer the case. I think they
indicated a year or two ago that they now could do it leaving aside
the question of whether they thought it was desirable.

Chairman BUNNING. Did you ask them if they could do it in your
deliberations?

Mr. BALL. Not as a formal request, I do not think; did we?



42

Mr. GRAMLICH. Not that I recall either.

Cll(li%irman BUNNING. In other words, you did not ask them if they
could?

Mr. GRAMLICH. What I can say is this, that the Social Security
Administration has reviewed the draft of the report that says they
can do it many, many times, and it was sent all around the agency,
and the only rewording that I remember in that process is that
there are some people in the agency who feel that they could have
done it before. We in the end changed the wording on that, but no-
body questioned that they could do it now in the drafts they saw.

Chairman BUNNING. Dr. Schieber, you have something to add?

Mr. SCHIEBER. Could I make an informational point in regard to
this observation?

Chairman BUNNING. Certainly.

Mr. ScHIEBER. The tax treatment of private pensions, I think, is
different than it is really being characterized here in practical
terms. To the extent that an employee contributes to a defined ben-
efit plan in the private sector, the contributions are made with
post-tax dollars, dollars that have already been taxed. To the ex-
tent that there is a benefit that accrues based on that, the benefit
only becomes taxable in excess of the employee’s base. The over-
whelming majority—I mean it is virtually all private sector plans—
because of this tax treatment of employee contributions, when em-
ployer contributions are tax deductible, virtually all of the contribu-
tions—there are some limited contributions that go into the plan,
but very limited—are made by the employer because they are tax
deductible.

The benefits that are distributed in the final analysis are then
taxable. For defined contribution plans since the creation of 401(k)s
for the private sector, both employer and employee contributions
are made after tax. The tax treatment of private sector pensions,
for all practical purposes, is extremely different than what is being
characterized here.

Chairman BUNNING. Clearly, there are major disagreements
among the three of you within the Council and among others in the
Council. You are able to agree on four major areas of concern:
Long-term balance, long-term balance beyond the 75-year horizon,
contribution/benefit ratios, and public confidence. Can you tell me
how you reached this consensus and how this consensus framed
your deliberations? Any and all.

Mr. BALL. Mr. Chairman, I think on those things that you men-
tioned, we brought to the council views that were similar or the
same.

Chairman BUNNING. Starting out?

Mr. BALL. Yes. It is not that they emerged from a negotiation or
anything of that kind. And that is true of some other points, in the
very first chapter. We also came to the conclusion that it was unde-
sirable to test people’s other income and then have a means test
deducting such income from your Social Security benefit. We came
to the Council individually agreeing on some of these things before
we started the discussion, but it seemed good to record it.

Chairman BUNNING. Does anybody want to add anything?

Mr. GRAMLICH. The question of when we magically agreed,
whether we came to it beforehand or agreed in the deliberations.



43

I do think that on the question of truly long-term balance, that was
one where the discussion that the Council had did influence people,
and they agreed to things that they might not have beforehand. So
I think there was some value in our discussions, if you will.

Chairman BUNNING. Mrs. Kennelly.

Mrs. KENNELLY. Thank you, Mr. Chairman. Just a quick ques-
tion to Mr. Gramlich. My understanding is with your accounts that
you suggest that you have them annuitized, and from reading your
report I could not decide if it was a private annuity or a public an-
nuity. The president’s report says public. Could you just clear that
up for me?

Mr. GRAMLICH. Yes. I have mandated that all of those accounts
are annuitized because there is what is known as a self-selection
problem in the private annuity market that only the people who ex-
pect to live a long life will get annuities and the insurance compa-
nies charge for that. I would like to break out of that by saying
that everybody must annuitize the accounts, and so therefore you
would not have that load charge, the self-selection load charge, and
so you could annuitize the accounts at actuarially accurate rates.
That is the point there. So they would be publicly annuitized in
that sense.

Mrs. KENNELLY. Thank you for clearing that up. Dr. Schieber,
are you concerned about people outliving the benefits in the PSA
accounts, because you do not require annuities, and that concerns
me, especially with regard to women. We women live forever.

Mr. SCHIEBER. In the report, we indicated that this was what we
thought was a political consideration. That it would possibly make
sense to require that benefits up to one and a half times, two
times, the poverty line or something of that sort be annuitized. We
did not know at what level that should be set. We thought that was
a political decision. Our sense was that having studied how some
of these processes evolved in the past that people would take our
framework if they were interested in our framework and try and
craft legislation around it, and this was an issue that we, I think,
highlighted in the report and said that it was one that deserved po-
litical consideration. Personally I think it might make sense to re-
quire some annuity, some annuitization of that PSA, to make sure
that people do not go off and spend their money too aggressively
early on and then end up back on the public dole. But we did not
know where to set that in our deliberations. We certainly did not
rule it out. We were quite specific in the report saying it is a con-
sideration.

Mrs. KENNELLY. I have another concern. We see incredible
amounts of money now going into mutual funds, into the market.
And it is thought that it is the baby boomers putting it in because
they are thinking about their retirement. What concerns me is
these same baby boomers—we know exactly who they are—46 to
64—when they retire and they start pulling the money out, what
happens to the market there when everything is—you know, it is
like if everyone sells their house at once, the price drops. What
happens here?

Mr. ScHIEBER. This is an idea that is meant to haunt me for the
rest of my life. Professor John Shoven at Stanford University and
I wrote a paper on this 2 or 3 years ago that has come to be known
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as the “asset meltdown paper” that has been widely written about.
The issue is whether or not during the baby boom generation’s re-
tirement there is a continued net saving going on in the economy.
If there is continued net saving going on, then there will be people
to buy up the assets that the baby boomers, in effect, are selling
during their retirement period.

Now, we have written a subsequent paper I would be happy to
share with you. One of the things we believe is that if you were
to go to a more aggressive funding program of the sort that we
have, you would really ameliorate that concern. But financial mar-
kets are far more dynamic than the housing market that you sug-
gest. My own guess is that we are going to have problems in the
housing market when the baby boomers dump all their assets. I
think it is much less likely that you are going to see that in the
financial markets.

Mr. GRAMLICH. Could I say a word about that?

Mrs. KENNELLY. You have to do it quick. The light is on.

Mr. GRAMLICH. OK. But he used all the time. The baby boomers
are not all the same age. It is not like all baby boomers hit retire-
ment in the same year. You will have the early boomers selling
their stock when the later boomers are still accumulating, and so
the baby boom does happen over a 30-year span. The other thing
is that unlike housing, financial assets are traded in a worldwide
market these days, and there are other countries coming along who
have population bursts that are younger than our baby boomers,
and so these assets can be traded on an international market and
not necessarily have the people take a loss in the asset when they
sell it in retirement. So I happen to think that the asset meltdown
is overblown. Assets are not going to melt down that much.

Chairman BUNNING. Richard.

Mrs. KENNELLY. Thank you, gentlemen.

Mr. NEAL. Thank you, Mr. Chairman. As is not the case here,
often many of the panels that we have, the people that come before
the Members of the Congress, are oftentimes chosen because they
have certain political views, and both sides have been part of this
strategy for an awful long time, but I think that these sessions that
Chairman Bunning has provided us with are very helpful. It does
encourage us to think in larger terms than we are used to around
here. I do think that your presence here today is indeed very help-
ful.

Let me raise again, a very important part of this discussion.
What are we going to do about those 19 million Americans who do
not have pensions?

Dr. Gramlich.

Mr. GRAMLICH. I think that you ought to mandate that they save
1.6 percent on top of Social Security.

Mr. ScHIEBER. Or that they fund a significant portion of their So-
cial Security accumulation.

Mr. BaLL. I think it is terribly important that Social Security be
maintained at its present level because this is the only retirement
that these people have and that they can count on. It is the base
for everybody, but for one-half of the American workers, it is the
only retirement system. It is not adequate in itself, but it certainly
does not do any good to cut it back.



45

Mr. NEAL. I think that is interesting because if I might just put
in a plug, too, that I think we tend to forget how successful Social
Security has been. I think there are some legitimate criticisms
about the reach of some of us on our side of the aisle, but it is also
hard, I think, not to come to grips with the reality of how we
change the lives of millions of senior citizens who until Social Secu-
rity occurred lived in abject poverty. That has been lost in this dis-
cussion. We tend to treat this as though it is abstract.

Mr. SCHIEBER. No, I am not sure that is correct.

Mr. NEAL. Feel free to disagree.

Mr. ScHIEBER. I think if you looked at the deliberations within
the Council, there was no one suggesting that we cast the public
back to a pre-1935 environment. I think we were very cognizant of
considerations about the low-income population. That led in the de-
velopment of the program that Professor Gramlich talked about.
He protects benefits for low-income people to a much greater extent
than he does high income people. If you look at the characteristics
of our plan, that is exactly the same case. I think we were very cog-
nizant of the safety net, and even those of us that suggested some-
what significant changes from the existing system, we did not
abandon the traditional goals of this program, and I think any-
one—there are proposals out there that would do that, but no one
on the Council that I know of seriously suggested that we take up
those kinds of considerations.

Mr. NEAL. I did not mean to infer that you folks had done that.
I think that oftentimes here in the abstract when we talk about
these issues inside of the Congress, we tend to treat them with
that sort of a proposition.

Mr. SCHIEBER. Right.

Mr. NEAL. I think that is dangerous. Let me just share one anec-
dote with you, and each Member of this Subcommittee, and I have
not polled them about it. We frequently spend Fridays or Mondays
with senior citizens. You attend a luncheon or you go to some sort
of an event. People talk about the entitlement mentality, again in
the abstract, but one of the things that always strikes me at those
luncheons, particularly when you are dealing with people that are
in their seventies or their eighties, if there is an extra piece of
bread or whatever on the table, they do not leave it there. They
wrap it up and take it with them. If there is candy, they wrap it
up in a little napkin or whatever, and they take it with them. That
is a terrific lesson about how their parents saw their lives 50 years
ago, and it is a pretty important lesson for all of us as we begin
down the road during this debate. And I do not think we should
ever lose sight of just how successful Social Security has been.

Mr. SCHIEBER. And I agree, but I think we also cannot lose sight
of the people who have to support it and the burden that it imposes
upon the backs of labor. All of the people who come to these ses-
sions or the overwhelming majority of them that you are talking
about have children and grandchildren, and they are all part of the
equation, and I think, what we toiled with in the Advisory Council
was trying to figure out how to balance this equation fairly, and
some of us came out with different conclusions than others, but it
does not mean that we were not cognizant of the concerns about
the elderly.
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Mr. NEAL. Thank you. Thank you, Mr. Chairman.

Chairman BUNNING. Mr. Christensen.

Mr. CHRISTENSEN. Thank you, Mr. Chairman. It is on that note,
Dr. Schieber, that I want to follow up with a question to both you
and Dr. Gramlich, and it is really a question of advice on how we
can marshal the forces of the younger generation, the Generation
Xers. When Richard said he is at senior citizen centers on Fridays
and Mondays, when we are not there, we are at high schools. When
I am at the high schools one thing I talk about with these high
school seniors, juniors, and sophomores is about generational eq-
uity and the Social Security system, and we have the best discus-
sions with these young adults. Mr. Bunning earlier said that in the
polls more of them believe in UFOs than actually seeing their So-
cial Security ever come back to them. What can we do to marshal
the forces of those 16- through 25-year-old individuals who are not
in tune politically, who do not go to the polls to vote, but are giving
25 to 30 to 40 percent of their little pay stub, their paycheck, every
other week, to Washington, and they have no idea where it is
going, and they are never going to see it again? They are frus-
trated. They are mad.

I have thought about the Internet system, maybe some way we
can hook them in and marshal them through that way and get
them to be a force like the senior citizens groups are. I am open
for ideas and I would like to hear both of your comments.

Mr. SCHIEBER. The only thing I can suggest having lived through
two teenagers is maybe MTV.

Mr. GRAMLICH. I am going to try a more serious answer. Earlier,
one of you, I think it may have been Congressman Bunning, asked
us what is the important date to act, and we all said that we ought
to act now. That is one of the things that we agree on. I happen
to think that the people out there are probably more interested in
action than they are in words, and I think that the best thing that
could be done by the Congress to assure national faith in the re-
tirement system in the years ahead is a far-reaching, future-
oriented plan that puts retirement saving on a more solid basis
than it is right now.

We have proposed three options. There are other options, but the
present system does have to be shored up, and the way it is shored
up is by you people, and so I would think that you would want to
get cracking on it.

Mr. SCHIEBER. One of the things about this UFO issue that
keeps getting raised in this discussion, some people attribute it to
cynicism. My guess is that for the overwhelming majority of people,
the one thing that they see each year about the financing situation
of Social Security is the headline that gets printed after the Trust-
ees’ Report is released, typically in April, and that Trustees’ Report
recently has been telling people when the system was going to de-
plete its trust fund. For many people when you tell them that a
trust fund is going to be depleted and it is backing something that
is a benefit that is being promised to you, and that falls within
your life expectancy, I think it is not unnatural that people would
conclude that, hey, that is probably not going to be there for me.
They do not understand the point that Bob Ball made a little while
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ago that even when we run out of money in the trust fund, there
would still be 75 percent of benefits paid by current taxation.

I will come back. I agree with Ned. I think it is time for us to
try and get this thing solved so we can go to our constituencies and
we can say we have put this on a sound financial basis. There will
be money in the bank when you get to retirement. There will be
something to support your benefits. Action is what is important
now.

Mr. CHRISTENSEN. Well, I appreciate your testimony here, and 1
also appreciate the fact that you have spent so much time looking
at this issue. Mr. Ball, do you want to say something?

Mr. BALL. Yes, I would like to comment on this. I agree with my
two colleagues here that what we need to do is act and put the sys-
tem once again on a completely balanced basis, but in the mean-
time, these young people are being given lots of misinformation. It
just is not true that they are not going to get their money back.
One of the common points that the Council all agreed on was that
this idea that Social Security is not going to be there when they
Eetire is wrong. That is one of the common points that all 13 mem-

ers

Mr. CHRISTENSEN. Mr. Ball, if I could have Dr. Schieber’s re-
sponse to that.

Mr. ScHIEBER. The problem is that they are not going to become
well-developed students of the financing of this program, and when
we publish reports annually saying we are going to deplete the
trust fund within their life expectancy, then they begin to question
seriously whether we are telling them the truth about these prom-
ises. I think it is relatively simple.

Mr. CHRISTENSEN. Mr. Chairman, I know I have gone over my
time, but I think we owe the younger generation of this country,
the Generation Xers, if you want to call them that, information,
some kind of information that they know what they could be earn-
ing, what they could be receiving if they were just getting some
kind of interest rate that was respectable versus the type of 2- and
3-percent returns we see, and what kind of money they could ex-
pect at age 65 versus what they are going to see at age 65 based
upon the current system, and somehow we have got to engage the
Generation Xers into this fight because it is their backs, as Dr.
Schieber said. They are paying and they are carrying this debt and
I think that they are getting highly unfair treatment in this whole
organization.

Chairman BUNNING. Thank you, Mr. Christensen. I would just
like to sum up and thank the panel for their input and for their
many years of work in developing three different alternatives for
consideration. I fully understand having 30 grandchildren what
Mr. Christensen is talking about. Even some of my own children
wonder about the Social Security system being fully funded. They
do not realize the amount of dollars that would be there even if we
depleted all the reserves as we go beyond 2029.

In closing this first hearing, we really want to thank you. You
have made recommendations. The Advisory Council has spent more
hours than anyone looking at the many problems and many solu-
tions to the problems of Social Security. Your findings have been
instrumental in bringing Social Security challenges to the forefront
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of public discussion. If we could get bipartisan support for any of
your plans, and I am talking about bipartisan support out of this
Subcommittee, out of the Full Committee, we could move forward.
We did not do that with Medicare, and therefore there was unbe-
lievable conflict during the election cycle that just passed, one side
blaming the other side for cuts in Medicare. To get consensus on
Social Security, it is going to take not only your help, but the help
of many others who are involved. As our series of hearings on the
future of Social Security moves forward, we are going to get a lot
of other opinions besides the ones that you have expressed today.
We will hear from advocacy groups like the AARP or the National
Committee to Preserve Social Security and Medicare, the Heritage
Foundation, the Cato Institute, for example.

I want to thank you for your appearance today and getting us
off to a good start. The hearing stands adjourned.

[Whereupon, at 12:30 p.m., the hearing was adjourned, to recon-
vene on Thursday, April 10, 1997, at 10 a.m.]
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HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON SOCIAL SECURITY,
Washington, DC.

The Subcommittee met, pursuant to notice, at 10 a.m., in room
B-318, Rayburn House Office Building, Hon. Jim Bunning (Chair-
man of the Subcommittee) presiding.

Chairman BUNNING. Good morning. Today we continue our series
on the Future of Social Security for this Generation and the Next.

Before we get underway, I would like to focus on an issue which
has caught the attention of many deeply concerned Americans, in-
cluding Mrs. Kennelly and myself. That is the Social Security Ad-
ministration’s new online access to personal earnings and benefit
statements via the Internet.

Thankfully, yesterday afternoon the Social Security Administra-
tion announced that, in response to public outcry, the service was
being suspended. While I appreciate SSA’s desire to provide fast
and expedited service, that service should never compromise the
privacy of Americans. Public confidence in the Social Security sys-
tem is based on trust, and Americans trust that their records will
be kept safe and secure.

I have asked SSA’s Inspector General to thoroughly investigate
this service and report to the Subcommittee by April 22. I then
plan to conduct a full oversight hearing on this activity.

Now back to the matters at hand. The focus of this second hear-
ing is to establish a framework for evaluating options for Social Se-
curity reform. Our first hearing focused on the three plans pro-
posed by the Advisory Council on Social Security. Future hearings
in this series will include testimony from a wide variety of groups
and individuals regarding their views on Social Security reform.

To prepare us for these hearings, I think it is imperative that we
learn about the impact of the various plans for reform, how
changes to the current system will affect the economy, national
savings, the Federal budget, and the retirement security of every
participant. Some of the proposals may sound like simple solutions,
but each has underlying complex issues that cannot be overlooked.

As the Subcommittee has agreed, we are going to be thorough in
our investigation into Social Security reform.

Today we look forward to hearing the perspectives of the Con-
gressional Research Service, the General Accounting Office, and
four distinguished experts.

(49)
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In the interest of time, it is our practice to dispense with opening
statements, except for the Ranking Democrat Member. All Mem-
bers are welcome to submit statements for the record.

I yield to Congresswoman Kennelly for any statement she wishes
to make.

Mrs. KENNELLY. Thank you, Mr. Chairman. Thank you for your
opening statement concerning Social Security and privacy. And I
would suggest probably that if the Social Security Administration
had let us know of their intentions, it would have been a good idea
because we might have been more helpful if we had known it ear-
lier.

I am pleased the Subcommittee is holding the second in a series
of hearings on the future of Social Security. During these hearings
we will examine more carefully the options of Social Security re-
form.

There is no escaping the demographics of the 21st century. With
the retirement of the baby boom generation, fewer workers will be
supporting more retirees. Not only will the group reaching retire-
ment be larger, but they will be living longer. These demographics
present us with an enormous challenge. The challenge is to provide
an adequate retirement income for tomorrow’s retirees without re-
ducing the standard of living of younger generations.

The Social Security Advisory Council has given three options for
reform. We are also receiving other options. Our witnesses today
have analyzed many of these plans and they will give us their
views on the fundamental issues which need to be addressed as
part of any Social Security reform and they will give us answers
to several critical questions. Do we need to increase national sav-
ings? If so, how can we accomplish this? What impact will these
proposals have on the Federal deficit? What will happen to the cur-
rent protections which Social Security offers to retired and disabled
Americans? Will private investment in retirement funds increase
the risk that individuals will have inadequate retirement income?

I am particularly interested in the impact of these proposals on
women. I have asked the General Accounting Office to look at the
labor force participation patterns of women and the impact of those
patterns on the retirement income of women. In addition, I have
asked GAO to compare the protections of the current Social Secu-
rity and pension systems to the protections offered by the three Ad-
visory Council plans.

GAO’s conclusion must give us pause. The analysis raises serious
questions about a new system which strips away the current pro-
tections provided by Social Security and replaces them with private
investment accounts. Surely we do not want to move toward a sys-
tem which increases the inequities in retirement income.

I appreciate the work the GAO has done and I look forward to
hearing from each of today’s witnesses. Thank you, Mr. Chairman.

Chairman BUNNING. Today we will begin with testimony from
David Koitz from the Congressional Research Service. He is a spe-
cialist in the Social Legislation, Education and Public Welfare Divi-
sion of CRS. If you'll join us at the witness table, you may begin.
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STATEMENT OF DAVID KOITZ, SPECIALIST IN SOCIAL
LEGISLATION, EDUCATION AND PUBLIC WELFARE DIVISION,
CONGRESSIONAL RESEARCH SERVICE

Mr. Koirz. Mr. Chairman and Members of the Subcommittee, I
was asked to speak to you about some of the issues involved in put-
ting together a long-range Social Security reform. Obviously for
this Subcommittee, the primary question about any proposal, is
does it make the system solvent? For this, the task i1s figuring out
what combination of changes will erase the system’s 75-year deficit
and keep a balance in the trust funds throughout the period.

Two of the three recent Advisory Council plans—the Gramlich
and the Schieber/Weaver plans—pass this test and the third—the
Ball plan—could be deemed to do so if its proponents’ suggestion
to invest some of the trust funds in equities were considered part
of their plan.

While trust fund solvency is important, how a plan affects the
Government as a whole also needs to be considered. Social Secu-
rity’s financial operations are accounted for separately through
trust funds, but the money is not kept separate, no more so than
a bank keeps your money separate when you make a deposit. So-
cial Security money goes into and out of the U.S. Treasury and, as
such, it affects the overall financial flows of the Government.

Two of the three Advisory Council proposals would increase
budget deficits for as many as 30 years, one by modest amounts—
that would be the Ball plan; the other by large amounts—that
would be the Schieber/Weaver plan. If one thinks about the strug-

le that Congress and the President are having now over achieving

400 to $500 billion in cumulative deficit reductions by 2002, it is
hard to comprehend how a gap of two or more times that size
would be dealt with. The Schieber/Weaver plan would create such
a gap.

What a plan does to the level of future government spending—
that is, when the baby boomers are in retirement—is another con-
sideration. Medicare and Medicaid spending, in conjunction with
Social Security, is projected to rise from about 8.5 percent of GDP
today to 16 percent in 2025. Changes in Social Security can affect
the potential strain that this increase may cause.

In this regard, the Advisory Council’s three plans provide a
range of impacts. The Ball plan reduces Social Security’s average
costs by 2 percent, the Gramlich plan by 13 percent and the
Schieber/Weaver plan by 30 percent.

The impact the plan has on national savings is yet another con-
sideration. Some would contend that diverting Social Security
money into the financial markets will increase savings. However,
if there are no accompanying revenue increases or spending cuts,
the Government simply has to borrow the money to make up for
the foregone revenues. With one hand it invests; with the other
hand it borrows; on balance, there is no change.

Moreover, if people refrain from saving elsewhere—for instance,
in their 401(k)s—because part of their Social Security taxes are
going into market-based accounts, part of any positive impact on
savings is lost.

The Gramlich plan raises Social Security receipts and cuts
spending and also mandates a 1.6-percentage point increase in pay-
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roll withholding for private accounts. Both parts of this plan could
raise savings, although a portion of the 1.6-percent set-aside might
be offset by reductions elsewhere.

The other two plans also would make large investments in the
markets, but only part would be financed with revenue increases
and spending cuts. The other part would be financed with govern-
ment borrowing. When you add this new government borrowing to-
gether with possible reductions in voluntary savings, it is unclear
what their net savings impact would be. The idea of introducing a
market element to Social Security also trades off greater risk for
greater rewards. Even a passive investment fund, using a market-
index approach, still carries risk.

The three Advisory Council plans were priced assuming more
than 11 percent annual rate of return based on the performance of
the stock market from 1900 to 1995. However, much of this success
is the result of what the equities market did in the last 13 years.
The Dow-Jones stood in the 800 to 1,000 range from 1964 to 1982.
At the end of 1995, it stood at 5,117. Since 1950, the average re-
turn on the S&P 500 index was almost twice that of the Social Se-
curity trust funds, but in 20 of those 47 years, it underperformed
the trust funds.

In other words, if one were depending on the market to give the
trust funds a bigger boost over the next decade or two, there is the
possibility it would not happen.

I am not trying to minimize the market’s potential to enhance in-
vestment returns for the system or for individuals. Certainly a
broad based, buy-and-hold strategy practiced over the working life-
times of most retirees today would have been very rewarding. The
point here is only that there is more risk.

On another level, I would point out that there is a tendency by
many to suggest that economic growth is the panacea to Social Se-
curity’s problems. Its problems, however, are not simply a savings
or financing issue. They reflect a broader change confronting soci-
ety; namely, that there will be considerably fewer workers for each
retiree in the future. A plan that makes working more attractive
than retiring and encourages employers to retain older workers
may be as important as how effectively it restores balance to the
Social Security trust funds.

Finally, no plan will effectively address the Social Security prob-
lem unless it addresses the public’s current lack of confidence. It
may be that the most valuable feature of a plan that allows work-
ers to invest part of their Social Security taxes in the markets is
that it would give them a greater sense of ownership of the system.
On the other hand, a plan that relied on traditional fixes—of rais-
ing revenue and cutting spending—could achieve a similar result
if it stood the test of time. Arguably, the 1983 Social Security
amendments failed the latter.

[The prepared statement and attachments follow:]

Statement of David Koitz, Specialist in Social Legislation, Education and
Public Welfare Division, Congressional Research Service

Mr. Chairman and Members of the Committee, I was asked to speak to you about
some of the basic issues involved in constructing a long-run Social Security fix. I
am not here to put forward any single proposal or point of view. As requested, my
purpose is to attempt to provide some sort of framework under which you may con-
sider various options. You might think of the 8 questions I'm about to pose as a
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checklist. Congress is often asked to focus on proposals, i.e., on the changes them-
selves, and the underlying policy concerns emerge only in a piecemeal fashion. The
recent Social Security Advisory Council, for instance, presented you with three dif-
ferent plans, but as many of you already recognized in your previous hearing, they
spent 2 years contemplating the underlying issues. The multitude of things they
considered are in their report but are presented from the opposing points of view
of the various factions. 'm going to try here to set out some issues without coming
to a conclusion about which plan best addresses them.

1. DO THE TRUST FUND NUMBERS BALANCE?

Obviously for this Subcommittee, given its stewardship of Social Security, the pri-
mary question about any proposal is does it make the Social Security trust funds
solvent over the long run. For this, the task is figuring out what combination of pro-
posals will eliminate the average 75-year deficit reported by the trustees and keep
a balance in the trust funds throughout the period. In the past, this was the pre-
dominant criterion used by this Committee. Two of the 3 Advisory Council plans—
the Gramlich and Schieber/Weaver plans—pass this test, and the third—the Ball
plan—arguably could be deemed to do so if its “suggestion” that part of the trust
funds be invested in equities were considered a recommended change.

2. Is THE GOVERNMENT’S OVERALL DEFICIT REDUCED (OR AT LEAST LEFT
UNAFFECTED)?

Given the emphasis that Congress and the President are placing on eliminating
federal budget deficits and halting the growth of the federal debt, the financial well-
being of the government as a whole needs to be considered. Some of the plans pre-
sented to you would achieve long-range actuarial balance of the Social Security sys-
tem, but they also would increase the imbalance between the government’s income
and outgo. Simply put, Social Security receipts and expenditures are accounted for
separately through federal trust funds, but the money is not kept separate—no more
so than a bank keeps your money separate when you make a deposit to your check-
ing account. Social Security money goes into and out of the U.S. Treasury, and
thereby affects the overall financial flows of the government.

Two of the 3 Advisory Council proposals would increase budget deficits for as
many as 30 years—one by modest amounts (the Ball plan), the other by large
amounts (the Schieber/Weaver plan). They would do so by diverting Social Security
receipts into investments in the nation’s financial markets. If one thinks about the
struggle Congress and the President are having over achieving $400 to $500 billion
in cumulative deficit reductions by 2002, it is hard to comprehend how a gap of two
or more times that size would be dealt with. One of the plans (the Schieber/Weaver

lan) would create such a gap. Over its first 10 years, it cumulatively would divert
gl.S trillion into the markets by diverting 5 percentage points of the Social Security
tax rate into personal accounts. Even more modest set-asides of 1.5 to 2 percentage
points of the Social Security tax rate would mean large revenue diversions from the
Treasury. Two percent of payroll is equal to $65 billion a year today, $75 billion in
2000, and $95 billion in 2005.

3. IS THE OVERALL GROWTH OF ENTITLEMENT PROGRAMS AFFECTED?

Examining what a plan does to the overall level of government spending is an-
other important measure of fiscal impact. Ultimately, the overall level of federal tax-
ation is driven by the overall level of government spending, even if not dollar for
dollar. If Social Security were made solvent primarily through future revenue in-
creases, or for argument’s sake, infusions from the general fund to the trust funds,
there would be no reduction in the burgeoning spending on entitlements arising
from the retirement of the post World-War II baby boomers and a rapidly aging pop-
ulation. Under current projections, Medicare and Medicaid in conjunction with So-
cial Security would rise from 8.5% of GDP today to 16% in 2025. Social Security
does not function in a fiscal vacuum; it is part of the government; and changes to
it can affect the long-run fiscal strains posed by all major entitlement programs. In
this regard, the 3 Advisory Council plans provide a range of impacts: one reduces
Social Security’s projected long-range cost by 2% (the Ball plan); a second reduces
it by 13% (the Gramlich plan); and the third by 30% (the Schieber/Weaver plan).

4. ARE NATIONAL SAVINGS INCREASED (OR AT LEAST LEFT UNAFFECTED)?

Some proponents of investing Social Security money in the financial markets see
it as a means of increasing national savings. However, diverting Social Security
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funds into the markets by itself does little or nothing to savings. If there are no
accompanying federal revenue increases or spending cuts, the government simply
has to borrow the money to make up for the foregone revenues. With one hand 1t
invests (or mandate that individuals invest), with the other hand it borrows—on
balance there is no change.

Other proposals raise Social Security receipts and/or constrain Social Security
spending. In so doing, they reduce government deficits and thereby reduce what the
Treasury has to borrow from financial markets (or perhaps some day reduce the out-
standing federal debt held by the public). More money in the financial markets
should make more money available for private investment. Economists would say
that tax increases and spending constraints are likely to cut consumption and, thus,
increase savings.

Still other plans would raise Social Security receipts and/or constrain Social Secu-
rity spending, but then divert funds into the markets either by investing a part of
the trust funds in them or requiring individuals to do so with part of their Social
Security taxes. Certainly, the first part—raising taxes and/or constraining spend-
ing—reduces deficits and government borrowing, and potentially raises savings.
What happens because of the diversion of funds into private accounts, on the other
hand, is less certain.

If people refrain from retirement saving they would otherwise do because they be-
lieve a part of their Social Security taxes now are going into market based accounts
with higher returns, especially if these investments belong to them personally, part
of any positive impact on national savings would be lost. For instance, if some peo-
ple stop making payments to their 401(k)s, on balance they may not be saving more.
One of the Advisory Council’s plans, the Gramlich plan, raises Social Security re-
ceipts and cuts spending—economists would say that part potentially increases sav-
ings. It also would mandate a 1.6% increase in payroll withholding that would go
into private individual accounts. That too potentially raises savings (by cutting con-
sumption), but the amount by which it does so is unclear because some of this man-
datory saving could be offset by reductions in voluntary savings. The other two Ad-
visory Council plans would make substantial investments in the markets (one much
more than the other), part of which would be financed with a combination of Social
Security revenue increases and spending constraints and part with government bor-
rowing. As with the Gramlich plan, the part that increases receipts and constrains
spending could raise national savings. However, if some substantial part of the
money diverted to the markets is offset by decisions to save less elsewhere, it is un-
clear what the net savings impact would be, particularly under the Schieber/Weaver
plan which mandates the creation of large individual retirement accounts.

5. HOW MUCH RISK/REWARD SHOULD THE FUTURE SOCIAL SECURITY SYSTEM ASSUME?

The idea of introducing a market element to Social Security raises the question
of trading off greater risk for greater rewards in planning for future retirement. Al-
though actuarial projections of the effects of the Advisory Council proposals assume
greater rates of return from market investments than the trust funds or individuals
would earn from Social Security, there is no guarantee. Timing as well as invest-
ment choices are critical. Even a passive investment fund, using a market-index ap-
proach so as to minimize the risks of poor investment choices, still carries more risk.

The 3 Advisory Council plans were priced assuming more than an 11% annual
rate of return based on the performance of the stock market over the 95-year period,
1900-1995. However, much of this long-range average is based on what the equities
market did in the last 13 years. The Dow Jones stood in the 800-1000 range from
1964 to 1982; on December 31, 1995, it stood at 5,117. Looking back at the perform-
ance of the S&P 500 index since 1950, its annualized average rate of return was
almost twice that of the Social Security trust funds (11.36% versus 5.96%); but in
20 of those 47 years, it underperformed the trust funds. There were 7 years in
which its 10-year moving average underperformed the trust funds. In other words,
if one were depending on the market to give the trust funds a considerably bigger
boost over the next decade, or the following decade, there is the possibility that the
market will not meet that expectation and may even underperform the traditional
means of investing Social Security funds.

The point here is not to minimize the market’s potential to enhance the expected
returns for the Social Security system or for individuals using market-based retire-
ment accounts. The longer the period, the greater the likelihood the market will do
so. Since 1970, the 30-year moving average of the S&P 500 outperformed the trust
funds in every year. Certainly, a broad-based, buy-and-hold strategy practiced over
the working lifetimes of most retirees today would have been very rewarding. The
point is only that there is more risk. U.S. equity markets have prospered steadily
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for the past 15 years, and this may or may not continue. Their performance has
been so robust that some analysts would suggest that we may be experiencing the
top of an historic bull market. The crucial decision for policymakers is how much
risk to allow in the development of Social Security in the future.

6. HOW IS THE RATIO OF FUTURE WORKERS TO NON-WORKERS AFFECTED?

There seems to be a preoccupation among many who look at Social Security to
see economic growth as the panacea to its problems. However, Social Security’s
problems are not simply a savings or financing issue. They are a reflection of a
broader issue confronting society, namely that 25 years from now there will be con-
siderably fewer workers for each non-worker. An important question with any Social
Security fix is how does it potentially affect choices about continuing to work late
in one’s career. A plan that makes working more attractive than retiring and en-
courages employers to retain older workers while accommodating their increased de-
sire for leisure may be as important as how effectively it restores balance in the
Social Security trust funds. The extent to which the various Advisory Council fac-
tions considered this perspective in the development of their plans is unclear.

7. WHAT LONG-RUN LEVEL OF RETIREMENT INCOME IS DESIRABLE?

While the budget and macro-economic effects of any plan are important, the im-
pact a plan has on future retirees’ income has to be part of the equation. Under
current projections Social Security receipts would cover roughly 75% of the cost of
the system once its reserves are depleted in 2029. Hence, a plan that avoids future
tax and revenue increases and relies exclusively on constraining Social Security ben-
efits would reduce the relative size of future benefits by about 25%, assuming the
constraints were equally spread throughout the Social Security benefit package.

Keep in mind, however, that current-law projections already anticipate con-
straints on future Social Security benefits resulting from a scheduled increase in the
so-called normal retirement age from 65 to 67. Thus, a cut in future benefit levels
would have to be on top of this. A Social Security fix that relies exclusively on bene-
fit constraints would reduce the relative benefit level of a 2030 retiree (i.e., the per-
cent of the retiree’s final earnings replaced by benefits) by more than 35% from
what it is for someone retiring today. This is not to suggest that if today’s workers
choose later retirement ages than today’s retirees, today’s benefit levels couldn’t be
sustained; but compared to the relative benefit levels at retirement ages typically
chosen today, i.e., 62—65, they would have to be more than 35% lower.

Although the 3 Advisory Council plans assume different mixes of traditional So-
cial Security and private retirement savings, they generally aim for a combination
of the two that approximate the Social Security benefit levels projected under cur-
rent law. In other words, embedded in their plans is the premise that the level of
future retirement incomes does not have to (or perhaps should not) be reduced be-
yond what is scheduled under current law.

8. IS PUBLIC CONFIDENCE IN THE SYSTEM BOLSTERED?

Finally, no plan will effectively address the Social Security problem unless it ad-
dresses the public’s current lack of confidence. The 1983 amendments brought major
changes to Social Security, but did not have a lasting effect in restoring public con-
fidence. It may be that the most valuable feature of a plan that would allow individ-
uals to invest part of Social Security in the markets is that it would give them a
greater sense of ownership of the system. On the other hand, a plan that relied on
traditional fixes of raising revenue and cutting spending could accomplish a similar
result if it stood the test of time. Arguably, the problem with the 1983 amendments
is that they failed the latter. At the time of enactment, the system’s average 75-
year deficit was projected to be eliminated. Congress, however, did not examine
whether the system’s income and outgo were matched over the long haul—they
weren’t, but there were no year-by-year projections made at the time of deliberation.
Consequently, there was little understanding that after a period of surpluses, there
would be an indefinite period of deficits that eventually would throw the system
back into actuarial imbalance. Another problem is that no cushion was built into
the 1983 changes in case the projections proved overly optimistic, which they did.

THE ADVISORY COUNCIL’S 3 PROPOSALS DO NOT REFLECT THE FULL RANGE OF OPTIONS

In response to a question asked by Representative Johnson in your last hearing,
the witnesses from the Advisory Council stated that they had explored the full
gamut of options. Certainly, their 3 plans contain wide ranging differences. How-
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ever, they have a number of fundamental similarities as well. None is voluntary—
they all require workers to participate even in their market-based components. None
uses a means test—all base benefits on employment and contributions records, not
on need. None totally eliminates the system’s social features—all retain a tilt that
favors lower income workers. None relies on general taxation. Although one borrows
heavily from the government’s general fund, workers’ taxes and contributions re-
main the dominant means of financing. Finally, all rely on some form of increased
taxation (or payroll withholding) to reform or restore the system to solvency.

I think this last similarity is important in illustrating that the panel’s three pro-
posals do not reflect a full range of options. Outside of the Council, there have been
a number of plans suggested to address the system’s problems without tax in-
creases. Those that contain a market-based component carve it out of the existing
tax base. They would earmark a piece of the existing Social Security tax rate for
individual investment. The plans offered by the Advisory Council range from doing
as little as possible to alter the system’s benefits (the Ball plan) to adopting a fun-
damentally new system (the Schieber/Weaver plan). In between is the Gramlich
plan which would retain but reduce the cost of the current system and then man-
date a 1.6-percentage-point increase in payroll withholding for private retirement
accounts. None of the Council’s options would reduce the cost of the current system
and then carve out a piece of the existing tax rate for private accounts. I am not
suggesting such a change nor that it avoids the issues raised by the Advisory Coun-
cil’s plans, but just pointing out that the range of options is more complete with it.
If Congress does not want wholesale reform, does not want to raise payroll with-
holding, and wants at least some market-based component added to the system, this
fourth approach becomes relevant. It certainly becomes relevant if for no other rea-
son than it, unlike any of the Advisory Council’s three approaches, has been intro-
duced by Members of Congress in one form or another.

TABLE 1. IMPACT OF 1994-96 SOCIAL SECURITY ADVISORY COUNCIL’S PROPOSALS ON
FEDERAL DEFICITS AND THE FEDERAL DEBT HELD BY THE PUBLIC
[$s IN BILLIONS; (+)=increase, (—)=decrease]

Impact on federal deficits Impact on Federal debt held by the public
. Personal se- .. Personal se-
Calendar Maintain Indlcvolgggsl ac- gui(i)tyaacs-e Maintain Indlg:)l(uiﬁssl ac- (ceui(i)tyaal:-e
ear benefits (Ball (Gramlich counts benefits (Ball (Gramlich counts
¥y plan) 1 (Schieber/ plan) 1 (Schieber/

plan) Weaver plan) plan) Weaver plan)

-5 -4 +101 0 0 0

-8 -5 +121 -5 -4 +101

+13 -8 +137 -13 -9 +223

+13 —-11 +155 -1 —-17 +360

+13 —-16 +175 +12 —28 +515

+13 —23 +192 +25 —44 +690

+13 -31 +211 +37 —-67 +882

+13 -39 +231 +50 —-98 +1093

+15 —48 +248 +63 -137 +1324

+18 —58 +263 +78 —186 +1571

+22 —67 +277 +96 —244 +1834

+25 =77 +288 +118 -310 +2111

+29 -89 +301 +143 — 387 +2400

+32 —-103 +311 +172 —477 +2701

+34 -119 +320 +204 —580 +3012

+36 —-136 +325 +238 —-699 +3332

+35 —157 +330 +274 —-835 +3657

—106 —181 +333 +309 —992 +3987
—-131 —-211 +329 +203 —-1173 +4320
—160 —245 +322 +72 —1384 +4648
—193 —284 +311 —88 —1630 +4970
—229 —326 +298 —281 —1914 +5281
—269 —-372 +282 -509 —2240 +5580
—-314 —416 +264 -779 —-2612 +5862
—-363 —463 +243 —1093 —-3028 +6125
—416 -513 +218 —1455 —3490 +6368
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TABLE 1. IMPACT OF 1994-96 SOCIAL SECURITY ADVISORY COUNCIL’S PROPOSALS ON
FEDERAL DEFICITS AND THE FEDERAL DEBT HELD BY THE PUBLIC—CONTINUED
[$s IN BILLIONS; (+)=increase, (—)=decrease]

Impact on federal deficits Impact on Federal debt held by the public
ik Personal se- - Personal se-
Calend Maintain Individual ac- curity ac- Maintain Individual ac- curity ac-
a Zgrar benefits (Ball (Gcf:x?ﬂisch counts benefits (Ball (G?roauﬁlisch counts
¥y plan) lan) (Schieber/ plan) lan) (Schieber/
plan Weaver plan) 3 Weaver plan)
—474 —568 +190 —-1871 —4003 +6587
—-536 —-629 +158 —2345 —4571 +6777
—-603 —-700 +123 —2881 —-5200 +6935
—673 —-778 -84 —3484 —5900 +7058
- 749 —864 —40 —4157 —6678 +7141
—829 —958 +9 —4906 — 7542 +7181
-914 —1062 +63 —5734 —8501 +7172

Source: Analysis by Stephen C. Goss, Deputy Chief Actuary, Office of the Actuary,
SSA, based on assumptions underlying the Intermediate projections of the 1995
OASDI Trustees’ Report. Report of the 1994-1996 Advisory Council on Social Secu-
rity. Volume 1, Table UB.

TABLE 2. COMPARISONS OF TOTAL RETURNS OF S&P 500 INDEX TO EFFECTIVE YIELDS
EARNED BY SOCIAL SECURITY TRUST FUNDS, YEAR-TO-YEAR PERFORMANCE, 1950—
1996

[ANNUAL RATE OF RETURN]

Calendar year S&P 500 Social szcl;g;ty trust S&Pszggrgg;};%fs?}?;c}is’omal
(Yes)/(No)

27.35% .. yes
21.6% .... yes
16.58% . yes
-1.82% .... no
48.97% .. yes
29.48% . yes
5.71% yes
—10.96% .. no
41.03% . yes
10.71% yes
-0.50% .... no
25.11% . yes

no

yes

yes

yes

no

yes

yes

no
2.93% no
12.93% yes
17.47% .. yes
—-15.31% .. no
—26.25% .. no
34.86% .. yes
21.92% . yes
—-7.88% .... no
5.34% .... no
16.78% . yes
30.03% .. yes
—5.53% . no
19.57% . yes
20.67% .. yes
5.04% .... no
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TABLE 2. COMPARISONS OF TOTAL RETURNS OF S&P 500 INDEX TO EFFECTIVE YIELDS
EARNED BY SOCIAL SECURITY TRUST FUNDS, YEAR-TO-YEAR PERFORMANCE, 1950—
1996—Continued

[ANNUAL RATE OF RETURN]

Calendar year S&P 500 Social Sfecunty trust S&Pszggxgy;giﬁgg;%gmal
unds (Yes)(No)
11.21% weoeeeeeeieees yes
11.09% ... yes
10.06% no
9.77% .. yes
9.55% .. yes
9.30% .. no
9.08% .. yes
8.74% no
8.32% yes
8.03% .. no
7.84% .. yes
7.52% yes

Note: Analysis of returns of the S&P 500 includes growth (or decline) in capital value and dividends paid,
less a hypothetical 1% per annum to reflect administrative costs. Derived from Standard and Poor’s Security
Price Index Record, 1996 Edition.

Source: Analysis by Geoffrey Kollmann, Congressional Research Service, March 1997.
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Chairman BUNNING. Thank you, Mr. Koitz.

Let me ask you just a couple of questions. You seem to be saying
that to maintain the benefit plan along with the personal savings
accounts plan of the Advisory Council, does not necessarily increase
national savings. How did you reach that conclusion?

Mr. Koitz. OK, I considered three parts of an equation. The PSA

lan, for instance, would put roughly 5 percent of payroll, about

150, $160 billion a year, into the markets. Part of that would
come from revenue increases or spending cuts that the Government
would make, but part would come from borrowing.

So with one hand, we are putting $150, $160 billion into the
markets; with the other hand, we are borrowing the money to do
that. With one hand we put it in; with the other hand, we take it
out.

The other thing is that most economists would expect some re-
duction in voluntary savings because the PSA plan is a mandatory
approach. Over time, as amounts in these plans accumulate, people
are going to say, well, I have a big pot of money growing over here
in this PSA. I am also putting money into my employer’s 401(k),
or I am putting money into an IRA, or into a 403(b) or 457 plan.
But I also have a big mortgage to pay. Maybe I have special medi-
cal expenses, kids’ education, and so forth. Something may draw
me away from that voluntary savings route that I was following.

So if you make an assumption that some of the net money going
into the markets from the PSA investment is going to be offset by
voluntary savings, you do not necessarily get an overall increase in
the amount of money going into the markets.

Chairman BUNNING. That assumes that the person would then,
who was voluntarily saving, would no longer voluntarily save; they
would take more out of their 401(k) or other plan they might have.

Mr. Koirz. Right.

Chairman BUNNING. Now, your testimony includes reference to
the 1983 amendments. You say at the time Congress did not exam-
ine whether the system’s income and outgo were matched over the
long haul. You mention there was little understanding at that time
that an indefinite period of deficits, mostly due to the aging baby
boomers, would eventually throw the system back into actuarial
imbalance.

How should we approach the problem differently this time
around?

Mr. Koirz. Well, the first part is really easy.

Chairman BUNNING. The first part is really easy, OK.

Mr. Koirz. There was very little understanding of the year-to-
year flow of funds emanating from the 1983 amendments. There
was some discussion in the Greenspan Commission about there
being surpluses, but it was not a long discussion.

When the plan was being developed here in this Committee and
in the Finance Committee, there were no year-to-year projections.
There were two principal goals. One was to get rid of the short-run
problem, 1983 to 1989-90. Nobody wanted it to come back again.
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In the long run, the focus was on the average 75-year deficit. For
the short run, both Committees looked at pessimistic projections
because they did not want to see the problem arise again in the
near term. In the long run, however, they focused on what would
be reported in the trustees’ report and that was the average deficit.

So I think the easy part is that when you are developing a plan,
you continuously look at what that plan will do year to year
throughout the projection period. If that had been done in 1983,
you would have seen that there was this huge buildup, a huge sur-
plus, a huge trust fund balance building up in the early years and,
then that income would be less than outgo in or around 2020 and
2025, indefinitely. So that is the easy part.

Chairman BUNNING. I ask this only because it is a topic of dis-
cussion on Capitol Hill from Mr. Greenspan to the Boskin Commis-
sion and others. In 1983 was the adjustment in the CPI a consider-
ation at all?

Mr. Koirz. We delayed the COLA by 6 months permanently.

Chairman BUNNING. No, I mean the change in determining in
the CPIL.

Mr. Korrz. Not the measurement of the CPI itself.

Chairman BUNNING. So it was not discussed at all?

Mr. Koitz. No, but I think it was just the year before that a
major change was made in the treatment of the housing of the CPI.
We went to a rental equivalency basis rather than a purchase price
basis.

Chairman BUNNING. Mrs. Kennelly.

Mrs. KENNELLY. Thank you.

You have joined the club of a few who can talk about this impor-
tant issue.

I am going to look at this issue from a slightly different angle.
I know you gave us a great deal of information, but you note in
your testimony that the diversion of 5 percent of the payroll tax
from the trust fund into the private personal security accounts will
increase the Federal deficit. Then you calculate that the increase
in the deficit will be roughly $1.8 trillion in the first 10 years.

So I would like to come at this from a little different angle. Why
doesn’t the large reduction in the benefits in the PSA plan and the
1.5 percent increase in the payroll tax cover this so that we do not
get that huge deficit change?

Mr. Koitz. The PSA plan would immediately divert the 5 percent
into the markets. The savings that come from its benefits changes
and a few of the revenue items that it proposes are slow growing.
So in the early years, you do not get much budget savings, so to
speak, but you have a big revenue loss with the immediate nature
of the 5 percent set-aside.

Mrs. KENNELLY. Let me follow up on that. How does this $1.8
trillion increase that you have talked about in the deficit compare
to the increase in the deficit under Mr. Ball’s maintained benefits
ﬁlan{,? which invests a portion of the trust fund in the private mar-

ets?

Mr. Koitz. Why don’t I lay out the three plans for that time pe-
riod, which is the first 10 years.

Mrs. KENNELLY. You can do that. I do congratulate you again.
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Mr. Korrz. The PSA plan cumulatively increases the borrowing
from the public over 10 years, which is the cumulative effect of def-
icit increases, by $1.8 trillion with interest. The Ball plan cumula-
tively increases deficits by $.1 trillion; i.e., $100 billion over that
period. The Gramlich plan improves the budget by about $250 bil-
lilon over that period. So there is a wide dimension with those three
plans.

Mrs. KENNELLY. Thank you, sir. I am going to ask you another
hard one, but you do them very well.

We know that this is a transition problem, with many of the pro-
posals, to move Social Security toward a more market-based sys-
tem.

Could you distinguish for us between the transition related to
the trust fund and the transition related to the Federal deficit?

Mr. Koirz. OK. There are two types of transitions. One is how
do you keep the Social Security system going in the context of its
trust funds, making sure that there is enough credit in those trust
funds to cover the benefit expenditures that the Treasury is going
to have to make. The other transition is what happens to the Fed-
eral Government?

Where all three of these plans achieve solvency and, in fact,
cover the transition from a Social Security standpoint, all three of
them do not meet the transition from the standpoint of the overall
government situation.

Mrs. KENNELLY. So we should get that information.

Mr. Koirz. Right.

Mrs. KENNELLY. Here is my big problem with this. Since Social
Security is pay-as-you-go, a person is working to pay the benefits
of the people that are living right now and collecting the benefits,
and working to make sure the trust funds remain solvent so he
gets something down the line.

Is that at all possible when you are dealing with these kinds of
numbers? It is like a double pay we see when we read it.

Mr. Kortz. Somebody has to pay.

Mrs. KENNELLY. So I am right that there will be a period there
where someone is working for present day beneficiaries and also
working for their own benefit?

Mr. KoiTz. Yes, assuming you do not increase borrowing.

Mrs. KENNELLY. I know the gentleman just said we are doing it
now and I know we are doing it now. But when you are starting
to really put big dollars into other areas, not just the trust fund
and not just the bonds, do you think this is possible?

Mr. Korrz. I would have to say, “Show me.” We are talking about
huge amounts of money here. I go back to what I started with. If
you are struggling, trying to find 400 to 500 billion dollars’ worth
of change to reach balance in the budget by 2002, how do you
achieve something that is twice that amount, three times that
amount? I do not think reverting to borrowing will do it.

Mrs. KENNELLY. Thank you very much.

Chairman BUNNING. The gentleman from Missouri, Mr. Hulshof.

Mr. HuLsHOF. Thank you, Mr. Chairman.

In your testimony, I know that you did not get to the last couple
of pages, which actually talk about the fact that the Advisory
Council’s three proposals do not recognize or explore the full range
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of options, and I appreciate your responding to a question that Ms.
Johnson had asked at a previous hearing.

It seems, and some argue that there are some real advantages
to the alternative of reducing the cost of the current system and
then carving out a piece of the existing tax rate for private ac-
counts; in fact, some Members have introduced just that type of ap-
proach.

What are some of the advantages that you see, should Congress
ultimately decide to utilize this type of approach?

Mr. Koirz. Right off, you don’t have to increase taxes. The other
three plans—the three plans before you, in some way, all increase
taxes, either directly through the payroll tax or through the in-
crease in the income taxation of Social Security benefits.

I would worry, however, that the carve-out approach, as I have
labeled it in my testimony, might have the same kind of negative
budget effect as the 5-percent set-aside in the PSA plan. If the rev-
enue items or spending constraints that are in this plan, not count-
ing the set-aside, do not add up to how much you are putting into
these private accounts, you are going to have a negative effect on
the budget, and I think most of the five or six bills that have been
recently introduced do have this problem.

Mr. HULSHOF. You also point out that the three plans, while mix-
ing traditional Social Security benefits and private retirement sav-
ings in different ways, aim for the same level of benefits, at least
as projected under our current law.

Can you give us some additional detail regarding what we need
to consider as we determine what long-run level of retirement in-
come is desirable?

Mr. Koirz. First of all, I would say that Social Security benefits
are projected to grow in real terms. Even with the transition from
the normal retirement age being age 65 today up to age 67 in 2027,
there will be real growth in the benefit level. There would be huge
differences in terms of the financial effects, if the system were
geared solely to maintaining the purchasing power of today’s bene-
fit levels.

So I think you have a range in making your value judgments, in
your policy choices here about this government-run system, that
span from maintaining purchasing power versus increasing the
real value of the benefits.

Mr. HULSHOF. The reason I ask the question is having just come
from the district when we had a 2-week, district work period, a
senior came to me and actually showed me the amount of moneys
that he had contributed to Social Security between the years 1937
to 1981 and how much he had put into the system and then how
much money he had already taken out of the system and was
angry that we were talking about maintaining the current level of
benefits, which was somewhat unique to hear from someone in his
capacity.

I guess as a last question, let me ask you, and I recognize that
CRS is very objective, nonpartisan, not advocating a particular
plan, but what are the advantages to us, Members of Congress, of
acting sooner rather than later? Can you just briefly talk about the
timing and the need for the reform?
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Mr. Koitz. I do not think I am out of school saying the sooner
you act, the better, because the dimensions of the change can be
piecemeal. They can be scaled. They can be gradual. If you wait
until 2010 or 2015 and we still have a situation like is projected
today, the changes, whatever they are, be they tax increases or
spending constraints, would have to be very large and abrupt.

And I think the best measure of that is that if we were to finance
the system solely through benefit reductions when the trust fund
goes belly up in 2029, that would take a 25-percent reduction in
benefit levels then.

Mr. HULSHOF. Thank you, Mr. Chairman. I yield back.

Chairman BUNNING. Mr. Neal.

Mr. NEAL. Thank you, Mr. Chairman.

Thank you very much, Mr. Koitz. I think you did a great job of
framing the issue for all of us. I think that everybody understands
the dilemma that the Nation confronts.

Let me bounce an issue off you that you raised when you spoke
of the national savings rate. I am currently carrying, for the sixth
time in 9 years, an IRA bill. This time it has 125 cosponsors in the
House and 51 cosponsors in the Senate.

Do you want to speak to the advantages of incremental changes
as we proceed to try to do a better job of getting people to put aside
some money for their own retirement?

Mr. Korrz. Well, I may sound like an economist, but I am not.

Mr?. NEAL. Does that mean you are only going to give us one an-
swer?

Chairman BUNNING. It is the other way around.

Mr. Koirz. I guess I have a hard time with this one. I think the
key question is substitution. If you design an IRA plan that is
merely substituting for some other form of saving and it is not in-
creasing the amount that goes into the markets that could poten-
tially go to saving, I am not sure what you are doing, other than
moving money around.

So I think the key question with any IRA change is what its net
impact would be.

Mr. NEAL. But isn’t part of it behavioral?

Mr. Ko1Tz. Yes.

Mr. NEAL. Shouldn’t we be getting people to set aside some
money for their own retirement, getting people to understand that
there is a link to their own fate by doing a better job of determin-
ing what their own retirement is going to look like, encouraging
people in their twenties, for example, in their thirties, to start to
set aside some money? Do you accept the notion that we could
incentivize some savings?

Mr. Koirz. Maybe, because what you are asking them to do—
what you really want them to do—is cut consumption.

Mr. NEAL. That is right.

Mr. Koitz. And I am not going to be any more forthright than
most economists. I am not sure I know how to do that.

Mr. NEAL. Thank you. Thank you for clearing that up for us.

Chairman BUNNING. We like those direct answers.

Mr. Hayworth.

Mr. HAYWORTH. I thank the Chairman and my friend from Mas-
sachusetts, and I am proud to be a cosponsor of his bill to deal with
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the TRA. And let us again return to this notion of savings for just
a second.

You mentioned really three elements in the equation when you
were first addressing the Chairman’s question, and perhaps I lost
you somewhere in there because, in listening to your answer, you
talked about the PSA really taking 5 percent off payroll and look-
ing at $150 to $160 billion.

Then you offered, I guess, a consensus statement from econo-
mists, thinking that really you would have the reduction in the
401(k) and that type of enforced savings.

I guess it begs the question of taking into account other forms
of savings, apart from retirement plans. Right now, just generally
with the Tax Code, there is a disincentive to save in traditional
ways. Would it be helpful for us to lift that disincentive to save?
Would that put more money into savings in general?

Mr. Koirz. Tell me what yo